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Exclusion of gain from sale or exchange of principal resi-
dence for taxpayers affected by the September 11, 2001,
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vided by section 121(c) of the Code.
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The IRS Mission

Provide America’s taxpayers top quality service by helping them
understand and meet their tax responsibilities and by applying
the tax law with integrity and fairness to all.

Introduction

The Internal Revenue Bulletin is the authoritative instrument of the
Commissioner of Internal Revenue for announcing official rul-
ings and procedures of the Internal Revenue Service and for pub-
lishing Treasury Decisions, Executive Orders, Tax Conventions,
legislation, court decisions, and other items of general inter-
est. It is published weekly and may be obtained from the Super-
intendent of Documents on a subscription basis. Bulletin contents
are consolidated semiannually into Cumulative Bulletins, which
are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, modify,
or amend any of those previously published in the Bulletin. All pub-
lished rulings apply retroactively unless otherwise indicated. Pro-
cedures relating solely to matters of internal management are
not published; however, statements of internal practices and pro-
cedures that affect the rights and duties of taxpayers are pub-
lished.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpay-
ers or technical advice to Service field offices, identifying de-
tails and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be re-
lied on, used, or cited as precedents by Service personnel in the
disposition of other cases. In applying published rulings and pro-
cedures, the effect of subsequent legislation, regulations, court

decisions, rulings, and procedures must be considered, and Ser-
vice personnel and others concerned are cautioned against reach-
ing the same conclusions in other cases unless the facts and
circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part . — 1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A, Tax
Conventions and Other Related Items, and Subpart B, Legisla-
tion and Related Committee Reports.

Part Ill.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these sub-
jects are contained in the other Parts and Subparts. Also in-
cluded in this part are Bank Secrecy Act Administrative Rulings.
Bank Secrecy Act Administrative Rulings are issued by the De-
partment of the Treasury’s Office of the Assistant Secretary (En-
forcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index for
the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the first Bulletin of the succeeding semiannual pe-
riod, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part Ill. Administrative, Procedural, and Miscellaneous

Effective Date of Rev. Proc.
2002-41

Notice 2002-55

Rev. Proc. 2002-41, 2002-23 |.R.B.
1098, question and answer 3 defines the
employers in the pipeline construction in-
dustry that may provide an optional ex-
pense substantiation rule for certain
employee business expenses. Rev. Proc.
200241 is effective for reimbursements
paid on or after January 1, 2003.

Employers have asked whether the pro-
visions of Rev. Proc. 2002—41 may be
implemented prior to January 1, 2003. In
response to these requests, this notice pro-
vides that employers may elect to imple-
ment the provisions of Rev. Proc. 2002-41
as of the date this notice is published in the
Internal Revenue Bulletin.

However, any employer that elects to
implement the provisions of Rev. Proc.
200241 prior to January 1, 2003, is not
also eligible for the relief provided under
Rev. Rul. 2002-35, 200223 |.R.B. 1067,
for any payments in any period following
the date they elect to implement Rev. Proc.
2002—41. Rev. Rul. 2002-35 provides that
under the authority of § 7805(b), a tax-
payer that actually paid amounts separate
from wages for the use of employee-
provided equipment (such as the welding
or mechanics rigs described in Situation 1
or the heavy truck described in Rev. Rul.
68624, 1968-2 C.B. 424) and reported
these payments on timely issued Forms
1099 for calendar years beginning before
January 1, 2002, may continue to report
these payments on Form 1099 for periods
ending on or before December 31, 2002.
Thus, an employer may not elect to reim-
burse welding and mechanics rig expenses
under Rev. Proc. 200241 on October 1,
2002, and also pay an additional amount
separate from wages for such expenses and
report the payments on Form 1099 for any
periods on or after October 1, 2002.

Drafting Information

For further information regarding this no-
tice, contact Joe Spires of the Office of Di-
vision Counsel/Associate Chief Counsel
(Tax Exempt and Government Entities) at
(202) 622—6040 (not a toll-free call).

2002-36 I.R.B.

Split-Dollar Life Insurance
Arrangements

Notice 2002-59

SECTION 1. PURPOSE

This notice explains the standards for
valuing current life insurance protection un-
der a split-dollar life insurance arrange-
ment.

SECTION 2. BACKGROUND

.01 Rev. Rul. 64-328, 1964-2 C.B. 11,
held that the table of one-year premium
rates set forth in Rev. Rul. 55747, 1955-2
C.B. 228, commonly referred to as the “PS.
58" rates, may be used to determine the
value of the current life insurance protec-
tion provided to an employee under a split-
dollar life insurance arrangement. Rev. Rul.
66-110, 1966-1 C.B. 12, amplified Rev.
Rul. 64-328 in this respect by holding that
the insurer’s published premium rates for
one-year term insurance may be used to
measure the value of the current life in-
surance protection if those rates are avail-
able to al standard risks and are lower than
the PS. 58 rates. Rev. Rul. 67-154, 1967-1
C.B. 11, modified Rev. Rul. 66-110 by
holding that an insurer’s published term
rates must be available for initia issuein-
surance (as distinguished from rates for divi-
dend options) in order to be substituted for
the PS. 58 rates set forth in Rev. Rul. 55—
747.

.02 Notice 2001-10, 20011 C.B. 459,
revoked Rev. Rul. 55-747 and provided
that, for taxable years beginning after De-
cember 31, 2001, the Treasury Depart-
ment and the Internal Revenue Service
would no longer treat or accept the PS. 58
rates set forth therein as a proper mea-
sure of the value of current life insurance
protection for Federal tax purposes. One
concern expressed in Notice 2001-10 with
regard to the P.S. 58 rates was that cer-
tain taxpayers were using PS. 58 rates to
understate the economic benefits provided
under certain split-dollar life insurance ar-
rangements, a practice never authorized by
published guidance.

Notice 200110 set forth a new table of
one-year term premiums, captioned as Table
2001, to determine the vaue of current life
insurance protection on a single life pro-
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vided under a split-dollar life insurance ar-
rangement for taxable years ending after
January 29, 2001. Under Notice 2001—
10, Table 2001 is to serve as an “interim
substitute” for the P.S. 58 rates. Notice
2001-10 also allowed taxpayers to con-
tinue to determine the value of current life
insurance protection by using the insur-
er's lower published premium rates that are
available to all standard risks for initia is-
sue one-year term insurance as set forth in
Rev. Rul. 66-110, subject to additiona limi-
tations provided in that notice.

.03 Notice 2002-8, 20024 1.R.B. 398,
revokes Notice 2001-10 and provides that,
pending the consideration of comments and
publication of further guidance, Rev. Rul.
55-747 remains revoked, as provided in and
with the trangitional relief described in Part
IV.B.1 of Notice 2001-10. For split-dollar
life insurance arrangements entered into be-
fore the effective date of future guidance,
Notice 2002-8 alows taxpayers to use the
premium rates in Table 2001 to determine
the value of current life insurance protec-
tion on a single life. Notice 2002-8 also
provides that taxpayers should make ap-
propriate adjustments to the Table 2001 rates
if the life insurance protection covers more
than one life. For arrangements entered into
before the effective date of future guid-
ance, Notice 2002-8 provides that, to the
extent provided by Rev. Rul. 66-110, as
amplified by Rev. Rul. 67-154, taxpayers
may continue to determine the value of cur-
rent life insurance protection by using the
insurer’s lower published premium rates that
are available to all standard risks for ini-
tial issue one-year term insurance, sub-
ject to certain express limitations. Thus, until
the publication of further guidance and sub-
ject to the narrow exception in Part [11.1 of
Notice 2002-8, taxpayers may value the
current life insurance protection by using
either the premium rates in Table 2001 or
the insurer’s published premium rates (as
described in the preceding sentence), pro-
vided that those published premium rates
are lower than the rates set forth in Table
2001 (hereinafter the “insurer’s lower pub-
lished premium rates’).

.04 On July 9, 2002, Treasury and the
Service published proposed regulations re-
lating to split-dollar life insurance arrange-
ments (67 Fed. Reg. 45414). The proposed
regulations reserve on the valuation of eco-
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nomic benefits received under an equity
split-dollar life insurance arrangement un-
der the economic benefit regime. How-
ever, for an equity split-dollar life insurance
arrangement entered into on or before the
date of publication of final regulations, in
order for the parties to rely on the pro-
posed regulations, the value of all eco-
nomic benefits taken into account by the
parties under the economic benefit regime
must exceed the value of the current life in-
surance protection (determined using the life
insurance premium factor designated in
guidance published in the Internal Rev-
enue Bulletin), thereby reflecting the fact
that such an arrangement provides the non-
owner with economic benefits that are more
valuable than current life insurance pro-
tection.

The proposed regulations provide no new
guidance on the valuation of current life in-
surance protection. In afootnote quoted im-
mediately below, however, the preamble of
those proposed regulations indicates that
Part 111.1 of Notice 2002—8 provides for
only limited availahility of the PS. 58 rates
for taxable years beginning after Decem-
ber 31, 2001:

Notice 2002-8 also provides that an
employer and employee may con-
tinue to use the P.S. 58 rates set forth
in Rev. Rul. 55-747 (19552 C.B.
228), which was revoked by Notice
2001-10, only with respect to split-
dallar life insurance arrangements en-
tered into before January 28, 2002, in
which a contractual arrangement be-
tween the employer and employee
provides that the PS. 58 rates will be
used to determine the value of the cur-
rent life insurance protection pro-
vided to the employee (or to the
employee and one or more additional
persons). Taxpayers may not use the
PS. 58 rates for “reverse’ split-dollar
life insurance arrangements or for
split-dollar life insurance arrange-
ments outside of the compensatory
context.

SECTION 3. VALUATION OF
CURRENT LIFE INSURANCE
PROTECTION

.01 Treasury and the Service under-
stand that, under certain split-dollar life in-
surance arrangements (some of which are
referred to as “reverse” split-dollar), one
party holding a right to current life insur-
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ance protection uses inappropriately high
current term insurance rates, prepayment of
premiums, or other techniques to confer
policy benefits other than current life in-
surance protection on another party. The use
of such techniques by any party to under-
state the value of these other policy ben-
efits distorts the income, employment, or
gift tax consequences of the arrangement
and does not conform to, and is not per-
mitted by, any published guidance.

.02 A party participating in a split-dollar
life insurance arrangement may use the pre-
mium rates in Table 2001 or the insurer’'s
lower published premium rates only for the
purpose of valuing current life insurance
protection for Federal tax purposes when,
and to the extent, such protection is con-
ferred as an economic benefit by one party
on another party, determined without re-
gard to consideration or premiums paid by
such other party. (See, for example, ben-
efits described in Rev. Rul. 64-328 (in the
compensatory context), Rev. Rul. 78-420,
1978-2 C.B. 67 (in the gift context), and
Rev. Rul. 79-50, 1979-1 C.B. 138 (in the
corporation-shareholder context).) Thus, if
one party has any right to current life in-
surance protection, neither the premium
rates in Table 2001 nor the insurer’s lower
published premium rates may be relied upon
to value such party’s current life insur-
ance protection for the purpose of estab-
lishing the value of any policy benefits to
which another party may be entitled.

For example, if a donor pays the pre-
miums on alife insurance policy that is part
of a split-dollar life insurance arrange-
ment between the donor and a trust and, un-
der the arrangement, the trust has the right
to current life insurance protection, the cur-
rent life insurance protection has been con-
ferred as an economic benefit by the donor
on the trust, and the donor is permitted to
value such current life insurance protec-
tion for Federal tax purposes using either
the premium rates in Table 2001 or the in-
surer’s lower published premium rates. In
contrast, if a donor pays the premiums on
alife insurance policy that is part of a split-
dollar life insurance arrangement between
the donor and a trust, and the donor (or the
donor’s estate) has the right to current life
insurance protection under the policy, nei-
ther the premium rates in Table 2001 nor
the insurer’s lower published premium rates
may be relied upon to value the donor’s
current life insurance protection for the pur-
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pose of establishing the value of the policy
benefits conferred upon the trust for Fed-
eral tax purposes. Similar results obtain if
the trust pays for all or a portion of its share
of the policy benefits provided under the
split-dollar life insurance arrangement.

SECTION 4. DRAFTING
INFORMATION

The principal author of this notice is
Rebecca E. Asta of the Office of the As-
sociate Chief Counsel (Financia Institu-
tions and Products). For further information
regarding this notice, contact Ms. Asta at
(202) 622—3930 or Lane Damazo of the Of-
fice of the Associate Chief Counsel
(Passthroughs and Special Industries) at
(202) 622—3090 (not toll-free calls).

Reduced Maximum Exclusion
of Gain From Sale or
Exchange of Principal
Residence for Taxpayers
Affected by the September
11, 2001, Terrorist Attacks

Notice 2002-60

This notice informs taxpayers affected
by the September 11, 2001, terrorist at-
tacks of the circumstances under which they
may qualify for the reduced maximum ex-
clusion of gain on the sale or exchange of
aprincipal residence provided by § 121(c)
of the Internal Revenue Code for taxpay-
ers who have not owned and used their
principal residence for 2 of the 5 years pre-
ceding the sale or exchange or who have
applied § 121 to the sale or exchange of a
principal residence in the last 2 years. This
treatment is consistent with the approach the
Service intends to take in final regula-
tions under § 121.

Reduced Maximum Exclusion by Reason
of Unforeseen Circumstances

Section 121 allows a taxpayer to ex-
clude up to $250,000 ($500,000 for cer-
tain joint returns) of gain realized on the
sale or exchange of the taxpayer’s princi-
pal residence. For the maximum exclu-
sion to apply, § 121(b) requires the taxpayer
to have both owned and used the prop-
erty asthe taxpayer’s principa residence for
at least 2 years during the 5-year period

2002-36 I.R.B.



ending on the date of the sale or exchange.
Section 121(b)(3) alows the taxpayer to ap-
ply the maximum exclusion to only one sde
or exchange in every two-year period end-
ing on the date of the sale or exchange. Sec-
tion 121(c) provides that a taxpayer who
fails to meet any of these conditions by rea-
son of a change in place of employment,
health, or, to the extent provided in regu-
lations, unforeseen circumstances, is en-
titled to an excluson in a reduced maximum
amount.

On October 10, 2000, a notice of pro-
posed rulemaking (REG-105235-99,
2000-2 C.B. 447) under § 121 was pub-
lished in the Federal Register (65 FR
60136). The proposed regulations requested
comments regarding what circumstances
should qualify as unforeseen for purposes
of the reduced maximum exclusion. Com-
ments suggested that, among others, the
death of the taxpayer’s spouse, man-made
disasters, and acts of war should be con-
sidered unforeseen circumstances. The fi-
nal regulations will adopt these comments.
The final regulations will aso provide the
Commissioner with the discretion to de-
termine that other circumstances qualify as
unforeseen for purposes of the reduced
maximum exclusion.

Recently, the Service has been asked
whether taxpayers affected by the Septem-
ber 11, 2001, terrorist attacks are entitled
to exclude the gain from the sale of a
principal residence in a reduced maximum
amount by reason of unforeseen circum-
stances. In response, the Commissioner has
determined that taxpayers affected by the
September 11, 2001, terrorist attacks are
entitled to the reduced maximum exclu-
sion. Therefore, a taxpayer may claim are-
duced maximum exclusion of gain on asde
or exchange of the taxpayer’s principd resi-
dence by reason of unforeseen circum-
stances if the taxpayer sells or exchanges
the residence as a result of being affected
by the attacks in one or more of the fol-
lowing ways:

(1) A qualified individua (as defined be-
low) was killed,

(2) The taxpayer’s principal residence
was damaged (without regard to whether,

2002-36 I.R.B.

under the taxpayer’s circumstances, the tax-
payer is entitled to a casualty loss deduc-
tion under § 165(h)),

(3) A qualified individua (as defined be-
low) lost employment and became eligible
for unemployment compensation (as de-
fined in § 85(b)), or

(4) A qudified individua (as defined be-
low) experienced a change in employment
or self-employment that resulted in the tax-
payer’s inability to pay reasonable basic liv-
ing expenses for the taxpayer’s household
(including amounts for food, clothing, hous-
ing and related expenses, medical expenses,
taxes, transportation, court-ordered pay-
ments, and expenses reasonably neces-
sary to production of income, but not for
the maintenance of an affluent or luxuri-
ous standard of living).

For purposes of the preceding sentence,
the term “qualified individual” means, as
of September 11, 2001, (1) the taxpayer, (2)
the taxpayer’s spouse, (3) a co-owner of the
residence, or (4) a person whose princi-
pa place of abode is in the same house-
hold as the taxpayer.

Taxpayers who qualify to claim a re-
duced maximum exclusion under this no-
tice and have filed their returns for taxable
year 2001 may file amended returns to
claim the exclusion.

Computation of the Reduced Maximum
Exclusion

The reduced maximum exclusion is
computed by multiplying the maximum dol-
lar limitation of $250,000 ($500,000 for cer-
tain joint filers) by a fraction. The numerator
of the fraction is the shortest of the fol-
lowing periods. (1) the period of time that
the taxpayer owned the property during the
5-year period ending on the date of the sale
or exchange, (2) the period of time that the
taxpayer used the property as the taxpay-
er's principal residence during the 5-year
period ending on the date of the sale or ex-
change, or (3) the period of time between
the date of a prior sale or exchange of prop-
erty for which the taxpayer excluded gain
under 8 121 and the date of the current sale
or exchange. The numerator of the frac-
tion may be expressed in days or months.
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The denominator of the fraction is 730 days
or 24 months (depending on the measure
of time used in the numerator).

DRAFTING INFORMATION

The principa author of this notice is Sara
Paige Shepherd of the Office of the Asso-
ciate Chief Counsel (Income Tax and Ac-
counting). For further information regarding
this notice, contact Ms. Shepherd at (202)
622—-4960 (not a toll-free number).

26 CFR 601.105: Examination of returns and
claims for refund, credit, or abatement; determina-
tion of correct tax liability.

(Also Part |, §42; 1.42-14.)

Rev. Proc. 2002-56

SECTION 1. PURPOSE

This revenue procedure publishes the
amounts of unused housing credit carry-
overs allocated to qualified states under
§42(h)(3)(D) of the Internal Revenue Code
for calendar year 2002.

SECTION 2. BACKGROUND

Rev. Proc. 92-31, 1992-1 C.B. 775, pro-
vides guidance to state housing credit agen-
cies of qualified states on the procedure for
requesting an allocation of unused hous-
ing credit carryovers under § 42(h)(3)(D).
Section 4.06 of Rev. Proc. 9231 provides
that the Internal Revenue Service will pub-
lish in the Internal Revenue Bulletin the
amount of unused housing credit carry-
overs dlocated to qualified states for a cd-
endar year from a national pool of unused
credit authority (the National Pool). This
revenue procedure publishes these amounts
for calendar year 2002.

SECTION 3. PROCEDURE

The unused housing credit carryover
amount alocated from the Nationa Pool by
the Secretary to each qualified state for cal-
endar year 2002 is as follows:
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Qualified State
Alabama
Cdifornia
Colorado
Connecticut
Florida
Georgia
Illinois
Indiana
lowa
Kansas
Kentucky
Maryland
Massachusetts
Minnesota
Mississippi
Missouri
Nebraska
New Hampshire
New Jersey
New York
North Dakota
Ohio
Oregon
Pennsylvania
Rhode Island
South Carolina
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

Amount Allocated
$ 6,646
51,364
6,577
5,099
24,410
12,482
18,583
9,103
4,352
4,012
6,053
8,002
9,497
7,403
4,255
8,381
2,551
1,875
12,631
28,303
945
16,932
5,170
18,293
1,576
6,049
8,546
31,748
3,379
913
10,701
8,915
2,683
8,042
736

SECTION 4. EFFECTIVE DATE

This revenue procedure is effective for
alocations of housing credit dollar amounts
attributable to the National Pool compo-
nent of a qualified state's housing credit
ceiling for calendar year 2002.

September 9, 2002

DRAFTING INFORMATION

The principa author of this revenue pro-
cedure is Christopher J. Wilson of the
Office of Associate Chief Counsel
(Passthroughs and Specia Industries). For
further information regarding this revenue
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procedure, contact Mr. Wilson at (808) 539—
2874 or Susan Reaman at (202) 622—-3040
(not toll-free calls).

2002-36 I.R.B.



Part IV. Items of General Interest

Notice of Proposed
Rulemaking; Withdrawal of
Previously Proposed Rules;
and Notice of Public Hearing

Exclusions From Gross
Income of Foreign
Corporations

REG-136311-01

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Withdrawal of previously
proposed rules; notice of proposed
rulemaking; and notice of public hearing.

SUMMARY: This document contains new
proposed rules implementing the portions
of sections 883(a) and (c) of the Internal
Revenue Code of 1986, as amended, that
relate to the exclusion from gross income
available to corporations organized in for-
eign countries that grant equivaent exemp-
tions to corporations organized in the United
States for income derived from the inter-
national operation of ships or aircraft. This
document also provides notice of a pub-
lic hearing on the proposed rules and with-
draws the notice of proposed rulemaking
(REG-208280-86, 2000-1 C.B. 654 [65 FR
6065]) published on February 8, 2000.

DATES: Written or electronic comments,
requests to speak, and outlines of topics to
be discussed at the public hearing sched-
uled for November 12, 2002, at 10 am.
must be received by October 22, 2002. The
notice of proposed rulemaking published on
February 8, 2000, is withdrawn as of
August 2, 2002.

ADDRESSES: Send submissions to: CC:
ITA:RU (REG-136311-01), room 5226, In-
ternal Revenue Service, POB 7604, Ben
Franklin Station, Washington, DC 20044.
Submissions may be hand delivered Mon-
day through Friday between the hours of
8 am. and 5 p.m. to: CC:ITA:RU (REG—
136311-01), Courier’s Desk, Internal Rev-
enue Service, 1111 Constitution Avenue,
NW, Washington, DC. Alternatively, com-
ments may be transmitted electronically via
the Internet by submitting comments di-
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rectly to the IRS Internet site at:
www.irs.gov/regs. The public hearing will
be held in room 4718, Internal Revenue
Building, 1111 Constitution Avenue, NW,
Washington, DC.

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed rules,
PatriciaA. Bray, (202) 622—3880; concern-
ing submissions, the hearing, and/or to be
placed on the building access list to at-
tend the hearing, Guy Traynor, (202) 622—
7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information contained
in this notice of proposed rulemaking has
been submitted to the Office of Manage-
ment and Budget for review in accordance
with the Paperwork Reduction Act of 1995
(44 U.S.C. 3507(d)). Comments on the col-
lection of information should be sent to the
Office of Management and Budget, Attn:
Desk Officer for the Department of the
Treasury, Office of Information and Regu-
latory Affairs, Washington, DC 20503, with
copiesto the IRS, Attn: IRS Reports Clear-
ance Officer, W:CAR:MP:FP:S, Washing-
ton, DC 20224. Comments on the collection
of information should be received by Oc-
tober 1, 2002. Comments are specifically
requested concerning:

Whether the proposed collection of in-
formation is necessary for the proper per-
formance of the functions of the IRS,
including whether the information will have
practical utility;

The accuracy of the estimated burden as-
sociated with the proposed collection of in-
formation (see below);

How the quality, utility and clarity of the
information to be collected may be en-
hanced;

How the burden of complying with the
proposed collection of information may be
minimized, including through the applica-
tion of automated collection techniques or
other forms of information technology; and

Estimates of capitd or start-up costs and
costs of operation, maintenance, and pur-
chase of services to provide information.

The collection of information in this pro-
posed regulation isin §8 1.883-1, 1.883-2,
1.883-3, 1.883—4 and 1.883-5. The infor-

485

mation required in these sections will en-
able a foreign corporation to determine if
it is digible to exclude its income from the
international operation of a ship or ships or
aircraft from grossincome on its U.S. Fed-
eral income tax return. The information re-
quired in these sections will aso enable the
IRS to monitor compliance with the pro-
visions of the proposed regulations with re-
spect to the stock ownership requirements
of §81.883-1(c)(2), and to make a prelimi-
nary determination of whether the for-
eign corporation is eligible to claim such
an exemption and is accurately reporting in-
come as required under section 6012.

The collection of information and re-
sponses to these collections of informa-
tion are mandatory. The likely respondents
are foreign corporations engaged in the in-
ternational operation of a ship or ships or
aircraft that wish to claim an exemption
from U.S. tax under section 883, and cer-
tain of their shareholders owning (directly
or indirectly) a mgjority of the value of the
shares of such corporations.

Estimated total annual reporting/
recordkeeping burden on corporations: 1400
hours.

The estimated annual burden per re-
spondent varies from 30 minutes to eight
hours, depending on the circumstances of
the foreign corporation, with an estimated
average of one hour.

Estimated number of respondents: 1400.

Egtimated annual frequency of responses:
Once.

Estimated total annual reporting/
recordkeeping burden on shareholders:
22,500 hours.

The estimated annual burden per re-
spondent varies from zero minutes to eight
hours, depending on the circumstances of
the shareholder or intermediary, with an es-
timated average of 90 minutes.

Estimated number of respondents:
15,000.

Egtimated annual frequency of responses:
Zero if the shareholder falls within a spe-
cia rule that permits the foreign corpora-
tion to use the address of record in the
shareholder records.

Once every three years if there is no
change in reported shareholder informa-
tion.

Annualy in years in which a change of
information occurs.
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An agency may not conduct or spon-
sor, and a person is not required to re-
spond to, a collection of information unless
the callection of information displays avalid
control number assigned by the Office of
Management and Budget.

Books or records relating to a collec-
tion of information must be retained as long
as their contents may become material in
the administration of any internal revenue
law. Generally, tax returns and tax return
information are confidential, as required by
26 U.S.C. 6103.

Background and Explanation of
Provisions

|. Overview

On February 8, 2000, the IRS and Trea
sury published a notice of proposed rule-
making (REG—-208280-86) in the Federal
Register (65 FR 6065) under sections
883(a) and (c) (the 2000 proposed regula-
tions). The 2000 proposed regulations, in
accordance with section 883(a) and (c), gen-
erally provide that a foreign corporation or-
ganized in a qualified foreign country and
engaged in the international operation of
ships or aircraft shall exclude from its gross
income for purposes of United States Fed-
eral income taxation qualified income it de-
rives from its international operation of
ships or aircraft, provided that the corpo-
ration satisfies certain ownership and re-
lated documentation and filing regquirements.
The 2000 proposed regulations explain how
to determine whether a foreign country is
a qualified foreign country, what income is
considered qualified income, and what ac-
tivities congtitute international operation of
ships or arcraft. They also specify how a
foreign corporation satisfies the owner-
ship and related documentation require-
ments.

The IRS and Treasury held a public
hearing regarding the 2000 proposed regu-
lations on June 8, 2000, and received nu-
merous comments in connection with the
hearing and otherwise. In consideration of
the substantial nhumber of comments re-
ceived, and due to the significant impact the
regulations have on large segments of the
shipping and air transport indudtries, the IRS
and Treasury believe it is appropriate to re-
propose the regulations in order to ad-
dress those comments and to provide a
further opportunity for comment both on the
changes and more generally. Accordingly,
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this document withdraws the 2000 pro-
posed regulations and provides new pro-
posed regulations, which are referred to
herein as the reproposed regulations.

Part 11 of this preamble discusses the
principal differences between the 2000 pro-
posed regulations and the reproposed regu-
lations and the reasons changes have been
made. Part I1.A provides background. Part
I1.B addresses comments on the 2000 pro-
posed regulations relating to § 1.883-1 (the
generd requirements for the exclusion). Part
II.C addresses comments relating to
§ 1.883-2 (the publicly traded test). Part
[I.D addresses comments relating to
§ 1.883-3 (the CFC stock ownership test).
Part 11.E addresses comments relating to
§ 1.883—4 (the qualified shareholder stock
ownership test). Finally, Part 11.F addresses
comments relating to § 1.883-5 (the effec-
tive date of the 2000 proposed regulations).

This preamble addresses each of the five
sections of the reproposed regulations in or-
der. Within each section, the preamble dis-
cusses first the most significant differences
between the 2000 proposed regulations and
the reproposed regulations, including: (1)
the qualification of participation in a pool,
partnership, strategic alliance, joint oper-
ating agreement, code-sharing arrange-
ment or other joint venture as operation of
ships or aircraft (see § 1.883-1(e)(1) and (2)
and Part I1.B.1 of this preamble); (2) the
qudification of certain lightering activity as
international operation of ships (see § 1.883-
1(f)(2)(ii) and Part 11.B.2 of this preamble);
(3) the treatment of certain income attrib-
utable to the inland leg following the in-
ternational carriage of passengers or cargo
(see §1.883-1(g)(1)(v) and (vi) and
(9)(2)(vi) and Part 11.B.2 of this preamble);
(4) the treatment of income from certain
container usage in the United States (see
§1.883-1(g)(1)(x) and (g)(2)(viii) and Part
11.B.3 of this preamble); and (5) the revi-
sion of certain aspects of the closely-held
test for qualification of aforeign corpora-
tion as a publicly traded corporation (see
§1.883-2(d)(3) and Part 11.C.2 of this pre-
amble).

I1. Section 883(a) and (c): Exclusions
From Gross Income of Foreign
Corporations

A. Background

The reproposed regulations provide (as
do the 2000 proposed regulations) that, in
general, qualified income derived by a
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qualified foreign corporation from its in-
ternational operation of ships or aircraft is
excluded from gross income and exempt
from United States Federal income tax. Sec-
tion 1.883-1 of both the 2000 proposed
regulations and the reproposed regulations
provide general operational rules and defi-
nitions to determine whether a foreign
corporation is entitled to this exclusion and
exemption, which are elaborated on in
§§ 1.883-2 through 1.883-4. The preamble
to the 2000 proposed regulations contains
a detailed explanation of the provisionsin
the 2000 proposed regulations. That expla-
nation is not repeated herein. Comments the
IRS received on the 2000 proposed regu-
lations and the consequent changes re-
flected in the reproposed regulations are
described herein.

B. Comments relating to § 1.883-1:
exclusions of income from the
international operation of ships or
aircraft

Section 1.883-1 of the 2000 proposed
regulations provides, in accordance with
section 883, that income derived from the
international operation of ships or aircraft
by aforeign corporation organized in afor-
eign country that grants a reciprocal ex-
emption to U.S. corporations shall be
exempt from U.S. Federal income tax. In
response to comments the IRS received con-
cerning the 2000 proposed regulations, the
reproposed regulations modify the rules of
the 2000 proposed regulations regarding the
definition of international operation of ships
and aircraft and the scope of income con-
sidered derived from such operation.

1. Operation of Ships or Aircraft

Section 1.883-1(e) of the 2000 pro-
posed regulations provides generdly that the
term operation of ships or aircraft includes
carriage of passengers or cargo for hire;
time or voyage charter (full charter) of a
ship, or wet lease of an aircraft; and bare-
boat charter of a ship, or dry lease of an air-
craft. The 2000 proposed regulations also
include within the term the active partici-
pation by aforeign corporation that is oth-
erwise engaged in the operation of ships or
aircraft in a pool, partnership, strategic al-
liance, joint operating agreement, code-
sharing arrangements or other joint venture,
that is itself engaged in the operation of
ships or aircraft.
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i. Investment in a pool, partnership,
strategic aliance, joint operating
agreement, code-sharing arrangement or
other joint venture

Commentators suggested modifying the
definition of operation of ships or air-
craft to permit an investor in a pool, part-
nership, strategic aliance, joint operating
agreement, code-sharing arrangement or
other joint venture that is itself engaged in
the operation of ships or aircraft to be
treated as engaged in the operation of ships
or aircraft, whether or not the investor is
itself so engaged and whether or not its par-
ticipation is active.

This suggestion has been generally
adopted in the reproposed regulations, with
modifications. Under § 1.883-1(€)(2) of the
reproposed regulations, a foreign corpora
tion is considered engaged in the opera-
tion of ships or aircraft with respect to its
participation in a pool, partnership, strate-
gic dliance, joint operating agreement, code-
sharing arrangement or other joint venture,
provided that such arrangement is a fis-
cdly transparent entity under the income tax
laws of the United States and that it would
be considered engaged in the operation of
ships or aircraft if it were a foreign cor-
poration. Alternatively, if the pool, strate-
gic dliance, joint operating agreement, code-
sharing arrangement or other joint venture
does not rise to the level of a partnership
or other entity under the income tax laws
of the United States (e.g., it is a contrac-
tual arrangement only that involves the car-
riage of cargo or passengers for hire), a
foreign corporation that participates in such
a pool, strategic alliance, joint operating
agreement, code-sharing arrangement or
other joint venture will be considered en-
gaged in the operation of ships or aircraft
only if the foreign corporation is other-
wise engaged in the operation of ships or
aircraft under paragraph (e)(1). Thus,
through participation in a fiscally transpar-
ent entity, a foreign corporation may be con-
sidered engaged in the operation of ships
or aircraft even if it is not itself other-
wise engaged in the operation of ships or
aircraft. However, through participation in
a contractual arrangement that is not a fis-
cally transparent entity, a foreign corpora-
tion may only be considered engaged in the
operation of ships or aircraft with respect
to activities under such contractua arrange-
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ment only if the foreign corporation is oth-
erwise engaged in the operation of ships or
aircraft.

Section 1.883-1(e)(5)(iv) and (v) de-
fines for these purposes the terms entity and
fiscally transparent entity under the in-
come tax laws of the United Sates respec-
tively. In general, an entity is fiscally
transparent under the income tax laws of
the United States with respect to a cat-
egory of income if the entity would be con-
Sdered fiscally transparent under the income
tax laws of the United States for purposes
of §1.894-1 with respect to an item of in-
come within that category of income.

In the case of aforeign corporation that
is considered engaged in the operation of
ships or aircraft with respect to its partici-
pation in certain fiscally transparent enti-
ties, §1.883-1(h)(3)(ii) provides an
exception to the general rule that a for-
eign country that provides an exemption
only through an income tax convention with
the United States will not be considered to
grant an equivalent exemption for pur-
poses of section 883. Under the repro-
posed regulations, a foreign corporation will
be treated as organized in a foreign coun-
try that grants an equivalent exemption for
purposes of section 883 with respect to a
category of income derived by or pursu-
ant to a pool, partnership, strategic alli-
ance, joint operating agreement, code-
sharing arrangement or other joint venture,
but only if treaty benefits are denied to the
foreign corporation solely because the for-
eign corporate interest holder’s jurisdic-
tion (i.e., the treaty-partner jurisdiction)
views the pool, partnership, strategic ali-
ance, joint operating agreement, code-
sharing arrangement or other joint venture
as not fiscally transparent.

ii. Space or dlot charters

Commentators also suggested modify-
ing the definition operation of ships or air-
craft to include space or slot chartering,
which involves the leasing out of a cer-
tain amount of space (but less than all of
the space) on a ship or aircraft. In the con-
text of passenger aircraft, such a charter
may be referred to as a block seat sale or
charter. In response to these comments and
to clarify the concept of what it means for
aforeign corporation to be engaged in the
operation of ships or aircraft, the rules of
the 2000 proposed regulations have been re-
vised.
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Section 1.883-1(€)(1) of the reproposed
regulations provides generally that a for-
eign corporation is considered engaged in
the operation of ships or aircraft only dur-
ing the time it is an owner or lessee of an
entire ship or aircraft and the foreign cor-
poration (1) uses that ship or aircraft to
carry passengers or cargo for hire; or (2)
either (a) leases out the ship under a time
or voyage charter (full charter), space or dot
charter, or bareboat charter to a lessee or
sublessee, provided the ship is used to carry
passengers or cargo for hire; or (b) leases
out the aircraft under a wet lease (full char-
ter), space, dot, or block-seat charter, or dry
lease to a lessee or sublessee, provided the
aircraft is used to carry passengers or cargo
for hire. In addition, § 1.883-1(g)(1)(ix)
clarifies that a foreign corporation that is
engaged in the international operation of
ships or aircraft within the meaning of
§1.883-1(€) may derive income that is in-
cidental to the operation of ships or air-
craft by arranging by means of a space or
slot charter for the carriage of cargo listed
on ahill of lading or airway bill issued by
the foreign corporation on the ship or air-
craft of another corporation engaged in the
international operation of ships or aircraft.

Thus, the reproposed regulations gen-
erally adopt the commentators' recommen-
dations regarding space or slot chartering.
A foreign corporation that has an owner-
ship interest in an entire ship or an air-
craft will be considered engaged in the
operation of ships or aircraft if it space or
dot charters the ship or block-seat char-
ters the aircraft to another corporation that
uses the ship or aircraft to carry passen-
gers or cargo for hire.

iii. Non-vessel operating common
carriers

The 2000 proposed regulations do not
include within the list of activities consti-
tuting the operation of ships or aircraft the
activities of a non-vessel operating com-
mon carrier (an NVOCC). Commentators
suggested that NV OCCs should be treated
as engaged in the operation of ships be-
cause they are common carriers that issue
bills of lading and have liability for the
goods shipped under that bill of lading just
as an ocean common carrier.

The reproposed regulations do not adopt
this suggestion. An NVOCC is not en-
gaged in the operation of ships within the
meaning of § 1.883-1(e) because it does not
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own an entire ship or use it in one of the
listed activities in § 1.883-1(€)(1). Sec-
tion 883 does not apply simply because a
corporation is a common carrier. There-
fore, the activities of an NVOCC continue
to be included on the § 1.883-1(e)(3) list
of activities that do not constitute the op-
eration of ships or aircraft.

2. International Operation of Ships or
Aircraft

i. Genera definition

Section 1.883-1(f) of the 2000 proposed
regulations distinguishes the international
operation of ships or aircraft from the do-
mestic operation of ships or aircraft based
largely upon the amendments made to sec-
tion 863(c)(1) and (2) by the Technical and
Miscellaneous Revenue Act of 1988
(TAMRA). In the legislative history to
TAMRA, Congress directed that transpor-
tation income derived solely from sources
within the United States (section 863(c)(1)
income) should not be exempt from U.S.
income tax under section 883. Congress fur-
ther provided that transportation income de-
rived 50 percent from sources within the
United States (section 863(c)(2) income)
should be digible for exemption from U.S.
income tax under section 883. See S. Rep.
No. 100445, 100th Cong., 2d Sess. 241—
242 (1988).

Section 863(c)(1) income is defined as
income dttributable to transportation that be-
gins and ends in the United States. Sec-
tion 863(c)(2) income is defined as income
attributable to transportation that begins or
ends in the United States, and that is not
section 863(c)(1) income. The 2000 pro-
posed regulations adopt this distinction be-
tween section 863(c)(1) income and section
863(c)(2) income in defining the term in-
ternational operation to mean the opera-
tion of ships or aircraft on voyages or flights
that begin or end in the United States and
correspondingly end or begin in aforeign
country.

Commentators objected to this defini-
tion. Several argued that the term interna-
tional operation should be defined
coextensively with the term international
transport, as used in Article 8 of the OECD
Model Income Tax Convention and in the
1996 United States Modd Income Tax Con-
vention.

Nevertheless, the IRS and Treasury be-
lieve that Congress meant the definition of
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international operation to correspond with
the definition of section 863(c)(2) income.
Section 863(c)(2) does not apply to trans-
portation that begins and ends in the United
States; it applies to transportation that be-
gins or ends in the United States. There-
fore, the reproposed regulations do not
modify the definition of international op-
eration of ships or aircraft to include trans-
portation that begins and ends in the United
States (such as the U.S. inland legs fol-
lowing international transport, discussed im-
mediately below). The IRS and Treasury
believe this interpretation to be consistent
with the intent of Congress.

ii. Inland leg of transportation

The 2000 proposed regulations gener-
ally do not include within the definition of
international operation the inland leg of
transportation of passengers or cargo be-
fore or after an intermediate stop in the
United States.

Commentators criticized the exclusion of
the inland leg in the 2000 proposed regu-
lations as inconsistent with long-standing
industry practice and other provisions of do-
mestic law, such as the Shipping Act of
1984, Public Law 98-237, 2 (97 Stat. 67)
(March 20, 1984), as amended, Public Law
105-258, Title 1, 101 (112 Stat. 1902) (Oct.
14, 1998), which considers certain inland
transportation to form a part of interna-
tional service. Commentators also sug-
gested that the 2000 proposed regulations
contradicted the established U.S. transpor-
tation policy of promoting intermodal trans-
portation (i.e., transportation by more than
one form of carrier during a single jour-
ney).

After reviewing these comments, the IRS
and Treasury have determined not to change
the definition of international operation of
ships or aircraft in the reproposed regula-
tions. As explained above, in Part 11.B.2.i,
the language of section 883 and the legis-
lative history of TAMRA, in the view of
IRS and Treasury, do not permit the in-
land leg of transportation to be consid-
ered international operation of ships or
aircraft. In recognition of the need to pro-
mote efficient international transporta-
tion, however, the IRS and Treasury have
amended the rules of the 2000 proposed
regulations to include income with respect
to certain inland transportation as income
from an activity incidental to the interna-
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tional operation of ships or aircraft, and thus
digible for exemption. See Part 11.B.3, be-
low.

iii. Cruises to nowhere

The 2000 proposed regulations gener-
ally include within the definition of inter-
national operation a round trip cruise that
begins in the United States, stops at a for-
eign port, and returns to the same or an-
other U.S. port. Because the 2000 proposed
regulations require a stop at a foreign in-
termediate port, the 2000 proposed regu-
lations effectively exclude from the
definition of international operation of ships
or aircraft a “cruise to nowhere” (i.e., a
cruise that begins and ends in the United
States without stopping at a foreign port).

Several commentators criticized the ex-
clusion of cruises to nowhere. The repro-
posed regulations, however, do not treat a
cruise to nowhere as international opera-
tion of ships or aircraft. Although a cruise
to nowhere travels beyond the U.S. terri-
torial limits, its passengers may embark and
disembark only in the United States. A
cruise to nowhere begins and ends its voy-
age in the United States, within the mean-
ing of section 863(c)(1), with respect to its
passengers and thus should not constitute
international operation of ships or aircraft.

iv. Lightering

The 2000 proposed regulations exclude
from the definition of international opera-
tion the activities of alighter vessd that car-
ries cargo to, or picks up cargo from, a
vessel located beyond the territorial lim-
its of the United States, and correspond-
ingly loads or unloads that cargo at a U.S.
port.

Commentators recommended that lighter
vessels that service host vessels engaged in
international operation should be consid-
ered engaged in international operation.
Commentators relied for support on
§ 1.954-6(b)(3)(iv), which trests a lighter
vessdl that services ahogt vessel used in for-
eign commerce as dso used in foreign com-
merce for purposes of determining foreign
base company shipping income.

While the IRS and Treasury did not
adopt the commentators' approach, the re-
proposed regulations, unlike the 2000 pro-
posed regulations, do not require that a ship
be operated on voyages that begin or end
in the United States and correspondingly
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end or begin in aforeign country. Instead,
the reproposed regulations require simply
that the ship or aircraft be operated on voy-
ages or flights that begin or end in the
United States and correspondingly end or
begin outside the United States. In servic-
ing a host vessel beyond the territorid lim-
its of the United States, a lighter vessel
begins its voyage outside the United States
alongside the host vessel with respect to the
cargo transported, and ends its voyage with
respect to that cargo upon delivery of the
cargo in the United States. Accordingly, un-
der 8 1.883-1(f)(2)(ii) of the reproposed
regulations, lightering activity that ex-
tends beyond United States territorial wa-
ters will constitute the international
operation of a ship.

3. Activities Incidental to International
Operation

Section 1.883-1(g) of the 2000 pro-
posed regulations provides that certain ac-
tivities of an operator of a ship or aircraft
are so closely related to the primary activ-
ity of the international operation of ships
or aircraft that income from those inciden-
tal activities shall be considered income
from the international operation of ships or
aircraft, and thus eligible for exemption.

i. Intermodal containers

Section 1.883-1(g)(1)(v) of the 2000
proposed regulations provides that rental of
containers during the international car-
riage of goods by sea by the operator of a
ship or by air by the operator of an air-
craft is incidental to the international op-
eration of ships or aircraft. By contrast,
§1.883-1(g)(2)(iv) of the 2000 proposed
regulations provides that the rental of con-
tainers for a domestic leg of transporta-
tion in connection with internationa carriage
of cargo is not incidental to the interna-
tional operation of ships or aircraft.

As discussed above in Part 11.B.2(ii), the
reproposed regulations do not change the
general definition of the term international
operation of ships or aircraft to cover the
inland leg. The IRS and Treasury, how-
ever, recognize that intermodal transporta-
tion isacritical adjunct to the international
transportation of cargo.

Accordingly, § 1.883-1(g)(1)(x) of the
reproposed regulations treats certain con-
tainer rental activities in the United States
as incidental to the international opera-
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tion of ships or aircraft. The reproposed
regulations limit incidental treatment to the
rental of containers for use in the United
States for a period not exceeding five days
beyond the origina ddlivery date to the con-
signee as stated on the bill of lading. The
reproposed regulations also impose other
limitations on incidental treatment, and no
other rental of containers within the United
States is considered incidental to the inter-
national operation of ships or aircreft (e.g.,
the extended rental of containers for use by
the customer for temporary warehousing of
cargo).

ii. Inland legs of transportation—cargo
transport

As discussed above, the 2000 proposed
regulations may treat some inland legs of
transportation of cargo as domestic be-
cause the international transportation pro-
vided by a ship or aircraft is considered to
end when the cargo is transferred from the
ship or aircraft and clears customs or is con-
sidered to begin when the ship or aircraft
is loaded at the United States port or air-
port. Again as discussed above, commen-
tators argued that this rule inhibits
intermodal transportation.

In recognition of this concern, § 1.883—
1(g)(2)(v) of the reproposed regulations pro-
vides that (i) if a foreign corporation
engaged in the international operation of
ships or aircraft issues a through bill of lad-
ing, airway bill or similar document for the
carriage of cargo from a port or airport out-
side the United States to an intermediate
port or airport in the United States and then
to an inland destination within the United
States, or from an inland point of origin in
the United States to an intermediate U.S.
port or airport and then to a destination out-
side the United States, and (ii) to fulfill its
common carrier obligations under the bill,
the foreign corporation arranges through a
related or unrelated corporation (either by
subcontracting or otherwise) for carriage of
cargo by air, ship, truck or rail between the
U.S. port or airport and the inland point ei-
ther preceding or following the interna-
tiond carriage of that cargo, then the activity
of arranging for that transportation is in-
cidental to its international operation of
ships or aircraft, and income from such ac-
tivity is thus igible for exemption.

The reproposed regulations do not pro-
vide the same treatment where the bill of
lading issued by the foreign corporation is
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solely for the international carriage of cargo
between a U.S. port or airport where the
cargo is loaded on or unloaded from the
ship or aircraft and a point outside the
United States. In such cases, arranging for
further transportation of the cargo by an-
other party on an inland leg is not inciden-
td to the internationa operation of ships or
aircraft. See § 1.883-1(g)(2)(vi). In addi-
tion, if the qualified foreign corporation car-
ries cargo between a U.S. inland point and
a U.S. port or airport with its own trucks,
buses or rail service preceding or follow-
ing the international carriage of such cargo
by the qualified foreign corporation, the ac-
tivity is not incidental to its international
operation of ships or aircraft. See § 1.883—

1(9)(2)(vii).

iii. Inland legs of transportation—
passenger transport under a code-sharing
arrangement

Under the 2000 proposed regulations,
passenger carriage is deemed to begin or
end upon a change of aircraft. Pursuant to
that rule, international transportation pro-
vided by an air carrier ends when a pas-
senger changes planes at a gateway city en
route from a foreign point of origin to a
U.S. destination, or begins when a passen-
ger changes planes at a gateway city en
route to a foreign destination. Thus, un-
der the 2000 proposed regulations, an in-
land leg of passenger transportation is not
treated as international even if it follows in-
ternationa transportation and is pursuant to
a through ticket sold by a foreign airline,
for example, under a code-sharing arrange-
ment with a U.S. airline or is pursuant to
an interline ticket.

Commentators argued that this rule
would give rise to inefficiency, inhibit
economies of scale from developing within
the arline industry, and limit services avail-
able to passengers desiring international
travel.

In recognition of these comments,
§1.883-1(g)(2)(vi) of the reproposed regu-
lations provides that the sale or issuance of
an interline or code-sharing passenger ticket
for the carriage of persons by air between
the U.S. gateway and another U.S. city pre-
ceding or following international transpor-
tation is an activity incidental to the
international operation of aircraft. Thisrule
only applies, however, if all such flight seg-
ments are provided pursuant to the passen-
ger’'s original invoice, ticket, or itinerary.
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4. Activities not Incidental to
International Operation of Ships or
Aircraft

i. Hotel accommodations

Under the 2000 proposed regulations, the
sdle or arranging for train travel, land tour
packages and port city hotelsis not an ac-
tivity incidental to the international opera-
tion of ships or aircraft. Commentators
suggested that an exception to that gen-
eral rule be provided in the case of arrang-
ing for hotels for the one night before or
after the international carriage of a passen-
ger.

The reproposed regulations adopt this
suggestion. It is not always possible for a
cruise ship passenger to arrive at the port
city on the morning of the scheduled de-
parture or to arrange for areturn flight home
on the evening of the arrival back in port.
Arranging for one night's accommoda-
tion in such situations is an adjunct to the
operation of the cruise business. Thus, ar-
ranging for one night in a hotel before or
after a cruise is considered incidentd to the
international operation of ships under
§ 1.883-1(g)(1)(vii) of the reproposed regu-
lations.

ii. Ground services and other services

Under § 1.883-1(g)(2)(vi) of the 2000
proposed regulations, services performed for
parties other than passengers, consignors or
consignees, such as ground services at ports
or airports or ship or aircraft maintenance,
are not considered incidental to the inter-
national operation of ships or aircraft.

Several commentators suggested that in-
come from services other than ground ser-
vices provided by an operator, such as
crewing, operating casinos, fleet manage-
ment, operating reservations systems, and
marketing or administrative services to con-
signors, consignees, as well as to mem-
bers of the same pool, partnership, strategic
alliance, joint operating agreement, code-
sharing or other joint venture or joint op-
erating arrangement, should be considered
incidental.

The IRS and Treasury believe that no
clear international norm or standard has de-
veloped regarding the appropriate treat-
ment of such services. Accordingly, the
reproposed regulations, in § 1.883-1(0g)(3),
reserve on the treatment of ground ser-
vices, maintenance and catering, as well as
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other services not mentioned as included
among incidental activities. The IRS and
Treasury solicit comments on the appro-
priate rule.

5. Activities Incidental to the
International Operation of Ships or
Aircraft Performed by Pool, Partnership,
Strategic Alliance, Joint Operating
Agreement, Code-sharing Arrangement
or Other Joint Venture

The 2000 proposed regulations do not
address whether activities performed by a
pool, partnership, strategic dliance, joint op-
erating agreement, code-sharing arrange-
ment or other joint venture can be
considered incidenta to the internationa op-
eration of ships or aircraft.

Commentators argued that activities a
foreign corporation would perform for it-
self, absent such an arrangement or en-
tity, should be incidental to the foreign
corporaion’s international operation of ships
or aircraft, within the meaning of § 1.883—
1(g).

In response to these comments, § 1.883—
1(g)(4) of the reproposed regulations broad-
ens the scope of incidental activities. An
activity may be considered incidental to the
international operation of ships or aircraft
by a foreign corporation, and income de-
rived by the foreign corporation with re-
spect to such activity is deemed to be
income derived from the international op-
eration of ships or aircraft, if the activity
is performed by or pursuant to a pool, part-
nership, strategic alliance, joint operating
agreement, code-sharing arrangement or
other joint venture in which such foreign
corporation participates, if (i) the activity
isincidenta to the international operation
of ships or aircraft by the pool, partner-
ship, strategic dliance, joint operating agree-
ment, code-sharing arrangement or other
joint venture, provided the joint venture is
itself engaged in the operation of ships or
aircraft; or (ii) such activity would be in-
cidental to the international operation of
ships or aircraft by the foreign corpora-
tion, if it performed such activity itsdlf, and
provided the foreign corporation is other-
wise engaged in the operation of ships or
aircraft.
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6. Interaction With Income Tax
Conventions

i. Eligibility for benefits under both a
treaty and this regulation

Section 1.883-1(h)(3) of the 2000 pro-
posed regulations contains special rules re-
garding income tax conventions. Under the
2000 proposed regulations, if a corpora-
tion is organized in a foreign country that
offers an exemption under an income tax
convention and also some other means, such
as a diplomatic note pursuant to section 883,
the foreign corporation must choose annu-
ally whether to claim an exemption under
section 894 and the income tax conven-
tion, or under section 883.

Commentators objected to this rule, stat-
ing that there was no tax policy rationae
for requiring a foreign corporation eli-
gible for an exemption under both sec-
tion 883 and an income tax convention to
make an annual election to claim under one
or the other.

In response to these comments, 8 1.883—
1(h)(3)(i) of the reproposed regulations pro-
vides that if the taxpayer is eligible to
exempt income under both an applicablein-
come tax convention and section 883, the
taxpayer may claim an exemption under
both the applicable income tax conven-
tion and section 883 with respect to such
category of income. As under the 2000 pro-
posed regulations, however, such an elec-
tion must be made with respect to all
income of the foreign corporation from the
international operation of ships or aircraft,
and cannot be made separately with re-
spect to different categories of income.

ii. Regulation not intended to be used
for interpretation of U.S. income tax
conventions

Many U.S. income tax conventions de-
fine the terms regarding internationa trans-
port used therein, such as the term
international traffic, but some conven-
tions do not define such terms. In gen-
eral, conventions provide that undefined
terms have the meaning provided by the do-
mestic laws of the contracting state from
which treaty benefits are claimed. The 2000
proposed regulations do not state specifi-
cally whether the definitions and descrip-
tions of terms used within those regulations
should be used to interpret similar terms or
concepts in income tax conventions or to
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delimit the scope of the exemption avail-
able under treaties for profits from ship-
ping and air transport.

Treasury and IRS have received a num-
ber of inquiries regarding whether terms
used in the 2000 proposed regulations
should be used to interpret terms and con-
ceptsin U.S. income tax conventions, most
commonly with respect to the definition of
international traffic and related terms and
concepts in the shipping and air transport
article (typicaly, Article 8 of the conven-
tion).

In response to these inquiries, § 1.883—
1(h)(3)(iii) of the reproposed regulations
clarifies that definitions provided in these
regulations do not give meaning or pro-
vide guidance regarding similar terms in
U.S. income tax conventions or the scope
of any treaty exemption. For example, the
definition of the term international opera-
tion of ships or aircraft will not control the
meaning of the terms international traffic
and international transport, as used in U.S.
income tax conventions. See H.R. Conf.
Rep. No. 99-841, 99th Cong., 2d Sess. 599
(1986), reprinted in 1986-3 C.B. vol. 4, at
599 (“The conferees wish to clarify that the
[conference] agreement’ s provisions do not
deny any benefits available under present
law in an income tax treaty between the
United States and a foreign country.”).

7. Substantiation and Reporting
Requirements

For a foreign corporation to be consid-
ered a qualified foreign corporation un-
der §1.883-1(c), the 2000 proposed
regulations require that the corporation iden-
tify on its return each category of quali-
fied income for which it claims an
exemption and provide a reasonable esti-
mate of the amount of qualified income for
each such category.

Commentators criticized this require-
ment on the ground that many foreign cor-
porations, such as foreign airlines, do not
keep books and records based on U.S. gen-
erally accepted accounting principles re-
flecting each separate item of income.
Commentators also complained that for-
eign corporations could not determine with-
out significant administrative burden how
much income would be from sources within
the United States under U.S. income tax
principles.

In response to these comments, § 1.883—
1(c)(3) of the reproposed regulations pro-
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vides that a reasonable estimate of each
category of qualified income for which an
exemption is claimed must be provided to
the extent such amounts are readily deter-
minable. This standard is consistent with the
general standardsin § 1.6012-2(g)(2)(i) for
information included on returns filed by for-
eign corporations that claim an exemp-
tion from income tax by reason of U.S.
domestic law or a U.S. income tax con-
vention.

C. Comments relating to § 1.883-2:
treatment of publicly-traded corporations

Section 883(c)(1) provides that a for-
eign corporation shall not be digible for the
exclusion of income from the international
operation of ships or aircraft if 50 per-
cent or more of the value of its stock is
owned by individuals who are not resi-
dents of a qualified foreign country. Sec-
tion 883(c)(3) provides, however, that this
rule shall not apply to any foreign corpo-
ration whose stock is primarily and regu-
larly traded on an established securities
market in either the United States or a quali-
fied foreign country.

Section 1.883-2 of the 2000 proposed
regulations provides rules regarding sec-
tion 883(c)(3). As explained more fully in
the preamble to those regulations, the
branch profits tax rules under § 1.884—
5(d) provide the framework for § 1.883—
2. Section 1.883-2(d) of the 2000 proposed
regulations defines the term regularly
traded. For the stock of a foreign corpo-
retion to be considered regularly traded, one
or more classes of the corporation’s stock
that in the aggregate represent 80 percent
or more of the total combined voting power
of al classes of stock of such corporation
entitled to vote must be listed on an estab-
lished securities market. In addition, the
2000 proposed regulations provide that a
class of stock cannot be counted for pur-
poses of meeting the regularly traded re-
quirement if one or more persons who own
at least 5 percent of the value of the out-
standing shares of the class of stock (5-
percent shareholders) own in the aggregate
50 percent or more of the value of stock in
the class.

As discussed below, in response to com-
ments received, the reproposed regula-
tions modify the 2000 proposed regulations
rules regarding the 80 percent listing re-
quirement and the rules for closely-held
classes of stock. The reproposed regula-
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tions do not, however, modify the rules re-
garding the reporting (on the corporation’s
Form 1120F) of the names of any 5-percent
shareholders upon which the foreign cor-
poration intends to rely to satisfy section
883(c). Moreover, the reproposed regula-
tions do not adopt a suggestion regarding
the treatment for purposes of the stock own-
ership test of section 883(c)(1) of share-
holders in a publicly-traded class of stock
of a non-publicly traded corporation.

1. Regularly Traded Listing Threshold

Under the 2000 proposed regulations, in
accordance with Section 883(c)(3)(A), the
stock of aforeign corporation must be regu-
larly traded for the foreign corporation to
satisfy the publicly traded test. To deter-
mine whether the foreign corporation’s stock
is regularly traded, § 1.883-2(d) of the 2000
proposed regulations generally adopts the
threshold used in connection with the
branch profits tax rules of § 1.884—
5(d)(4)(i)(A). Under § 1.883-2(d), the stock
of a corporation is regularly traded if one
or more classes of stock of the corpora-
tion are listed on an established securities
market in the United States or in a quali-
fied foreign country, and those classes, in
the aggregate, represent 80 percent or more
of the total combined voting power of al
classes of stock of such corporation en-
titled to vote and of the total value of the
stock (provided also that certain trading re-
quirements are satisfied).

Commentators objected to the 80 per-
cent listing requirement. Commentators sug-
gested that in cases where a corporation has
an initial public offering of a new class of
stock, or where a founding family retains
voting control through a separate class of
stock from the publicly traded class, the 80
percent listing requirement could make it
impossible for the corporation to be regu-
larly traded, even where the listed class or
classes are widely held and actively traded.
For example, commentators posited that a
foreign government’s minority interest of
25 percent held in a separate unlisted class
over the time period required for privati-
zation of anationa airline would disqualify
the airline, even if its stock were other-
wise widely held and actively traded.

In response to these comments, § 1.883—
2(d)(1) of the reproposed regulations re-
duces the 80 percent listing requirement to
50 percent. The lower percentage corre-
sponds more closely with recent U.S. treaty
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policy regarding the publicly traded test
contained in the Limitation on Benefits ar-
ticles of certain U.S. income tax conven-
tions. This modification of the general
regularly traded test also mitigates some
commentators' concerns regarding the
closaly-held test, as explained below in Part
.c.2.

2. Closely-held Classes of Stock

Section 1.883-2(d)(3) of the 2000 pro-
posed regulations disqualifies a class of
stock from being relied on to satisfy the
publicly traded test if, at any time during
the taxable year, one or more 5-percent
shareholders of that class of stock (deter-
mined without regard to the attribution rules
in §1.883-4) owns, in the aggregate, 50
percent or more of the total value of that
class of stock. The 2000 proposed regula-
tions, however, provide an exception to this
disqualification. An otherwise qualifying
closaly-held class of stock il can meet the
regularly traded test if the foreign corpo-
ration can establish that more than 50 per-
cent of the value of the outstanding shares
of that class of stock are owned or treated
as owned by persons who are qualified
shareholders for more than half the num-
ber of days during the taxable year. These
rules are based upon the closely-held test
provided in § 1.884-5(d)(4)(iii) with re-
spect to the branch profits tax.

Several commentators suggested that the
legidative history of section 883 does not
support the adoption of a closely-held test.
Commentators pointed out a number of
statutory distinctions between sections 883
and 884 in advocating deletion of the
closely-held test in its entirety.

Other commentators contended that the
closely-held rules effectively eliminate the
publicly traded test as a viable aternative
to the qualified shareholder stock owner-
ship test for closely-held corporations that
otherwise meet the listing and trading re-
quirements. These commentators felt it
would be administratively impossible to
identify and document that qudified share-
holders hold more than 50 percent of the
value of the outstanding shares of a class
of stock because the corporation would not
be able to collect sufficient information from
individuals owning shares through the
widely-held block of stock or from custo-
dians such as financial institutions hold-
ing shares on behalf of customers. These
commentators therefore requested that the
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closely-held test be deleted, or that the
widely-held block be treated as owned by
qualified shareholders, such that the for-
eign corporation only would have to look
to the qualified 5-percent shareholders of
the closdly-held block to prove up the dif-
ference between the percentage owned by
the widely-held block and 50 percent.

The reproposed regulations take into ac-
count the principal concerns of the com-
mentators. While the reproposed regulations
retain the closely-held test and do not
change substantially the definition of a
closely-held class of stock, the reproposed
regulations broaden the exception in
§1.883-2(d)(3)(ii). Under the reproposed
regulations, a class of stock will not be
treated as closely-held if the foreign cor-
poration can establish that qualified share-
holders, applying the attribution rules of
§ 1.883-4(c), own enough shares of the
closaly-held block of stock to preclude non-
qualified shareholders in the closely-held
block of stock from owning 50 percent or
more of the total value of the class of stock
for more than half the number of days dur-
ing the taxable year. A foreign corpora-
tion may establish that a class of stock
meets this exception if it obtains documen-
tation described in § 1.883-4(d) from those
qudified shareholders owning shares in the
closely-held block of stock whom the for-
eign corporation has relied upon to meet the
exception. This change broadens the ex-
ception to the closely-held test by allow-
ing a foreign corporation to prove that a
class of sharesis not closaly-held using in-
formation solely from shareholders within
the closely-held block of stock.

In addition, § 1.883-2(d)(3)(iii)(B) of the
reproposed regulations provides that an in-
vestment company will not be treated as a
5-percent shareholder for purposes of the
closaly-held test if no person owning an in-
terest in the investment company owns, &f -
ter application of the attribution rules of
§ 1.883-4(c), 5 percent or more of the value
of the outstanding shares of the class of
stock of the foreign corporation seeking
qualified foreign corporation status. This
rule prevents a corporation from having a
closely-held class of stock simply because
an investment company that meets the
above requirements causes a class of stock
of that corporation to be owned more than
50 percent in the aggregate by 5-percent
shareholders.
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Finally, the reproposed regulations in
§ 1.883-4(d)(3)(viii) adopt the suggestion
of one commentator that an otherwise
publicly-traded foreign corporation seek-
ing qualified foreign corporation status or
a publicly-traded shareholder corporation
that is traded on an established securities
market in the United States may rely on its
latest SEC Form 13G filing (Statement of
Beneficial Ownership by Certain Persons)
for the taxable year to determine if the class
of stock being considered has a 5-percent
shareholder. The IRS and Treasury be-
lieve these changes to the 2000 proposed
regulations will facilitate compliance with
the closely-held test.

3. Publicly-traded Classes of Stock of a
Non-publicly Traded Corporation

Regulations under section 884 regard-
ing the branch profits tax provide that a
publicly traded class of stock is treated as
owned by individuals who are residents of
a qualified foreign country. Such a provi-
sion might be relevant as well in the con-
text of section 883 if one or more classes
of the corporation’s stock are publicly traded
but the corporation itself is not consid-
ered publicly traded. If these other classes
were treated as owned by qualified share-
holders, the foreign corporation might be
more likely to satisfy section 883(c), as pro-
vided in 88 1.883-1(c)(2) and 1.883-4.
Commentators recommended that the re-
proposed regulations adopt the rule of the
branch profit regulations.

The reproposed regulations, however, do
not adopt this suggestion. The IRS and
Treasury believe that the reduction in the
listing threshold from 80 percent to 50 per-
cent and the change in the exception to the
closely-held test provide sufficient lati-
tude for foreign corporations seeking to
comply with the publicly traded test. More-
over, as discussed below in Part 11.E.1, the
reproposed regulations adopt commenta-
tors' suggestions regarding the treatment of
certain ingtitutional 5-percent sharehold-
ers for purposes of § 1.883-4 which should
also ease compliance.

4. ldentification of 5-percent Qualified
Shareholders on Return

Sections 1.883-2(f) and 1.883-4(e) of
the 2000 proposed regulations require that
the foreign corporation identify on its Form
1120F, “ U.S Income Tax Return of a For-

2002-36 I.R.B.



eign Corporation,” its qudified sharehold-
ersthat own, or are treated as owning within
the meaning of § 1.883-4(c), 5 percent or
more of the stock of the foreign corpora
tion and upon which the foreign corpora-
tion intends to rely to satisfy the stock
ownership test of § 1.883-1(c)(2).

Commentators were concerned that the
identity of such qudified shareholders might
be disclosed. Although the name of a
5-percent shareholder is return informa-
tion that is not subject to disclosure un-
der section 6110, commentators believed
that such information might nevertheless be-
come public, for example, in the context of
taxpayer litigation. They also expressed con-
cern that there could be spontaneous ex-
changes of information with treaty partners
that do not have the same non-disclosure
regtrictions as the United States. Some com-
mentators suggested that the documenta-
tion instead be made available to a third
party for use by the Commissioner upon re-
quest.

The reproposed regulations do not adopt
these suggestions, in the interest of sound
tax administration. The IRS and Treasury
believe that there exist sufficient safe-
guards in our treaties and in the Internal
Revenue Code to prevent the unintended
disclosure of the identity of qualified
5-percent shareholders relied upon to sat-
isfy the requirements of 88 1.883-2(f) and
1.883-4(e).

D. Comments relating to
§ 1.883-3—treatment of controlled
foreign corporations

Section 883(c)(2) provides that the stock
ownership test of section 883(c)(1) shal not
apply to controlled foreign corporations
(CFCs). Under the 2000 proposed regula-
tions, a CFC is considered to satisfy the
CFC exception of section 883(c)(1) if it
meets the requirements of § 1.883-3. To
meet those requirements, a CFC must,
among other things, pass the income in-
cluson test of § 1.883-3(b). The income in-
clusion test contained in the 2000 proposed
regulations requires that more than 50 per-
cent of the subpart F income derived by the
CFC from the international operation of
ships or aircraft be includible in the gross
income of one or more U.S. citizens, in-
dividual residents of the United States, or
domestic corporations. For example, a CFC
owned by a domestic partnership, the part-
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ners of which are residents of foreign coun-
tries, would not meet the income inclusion
test.

One commentator argued that the in-
come inclusion test was too restrictive be-
cause it could deny qualified foreign
corporation status to CFCs legitimately
owned and controlled by U.S. sharehold-
ers. For example, a foreign corporation
owned by U.S. citizens who are family
members could be a CFC as a result of the
constructive ownership rules of section
958(b), but fail the income inclusion test be-
cause not all the family members own di-
rectly or indirectly, under section 958(a), 10
percent or more of the CFC's voting stock,
and thus may not be required to include in
their gross income the subpart F income of
the CFC.

The CFC exception of the 2000 pro-
posed regulations has not been changed sub-
stantively in these reproposed regulations.
The Conference report accompanying the
legislation that added the CFC exception
provides with respect to the exception that
“corporations are not considered residents
of countries that exempt U.S. persons un-
less 50 percent or more of the ultimate in-
dividual owners are U.S. shareholders of
controlled foreign corporations’. H.R. Conf.
Rep. No. 99-841, 99th Cong., 2d Sess. 598
(1986), reprinted in 1986-3 C.B. val. 4, at
598 (1986). The intent of the CFC excep-
tion therefore is for the general owner-
ship requirement 883(c)(1) to apply unless
the foreign corporation is a CFC and 50
percent or more of the subpart F income of
that corporation derived from the interna-
tional operation of ships or aircraft is in-
cludible by U.S. citizens, individual
residents or domestic corporations.

The reproposed regulations do clarify the
operation of the income inclusion test by
specifying with greater precision than the
2000 proposed regulations that the income
inclusion test only applies to subpart F in-
come derived from the international op-
eration of ships and aircraft.

E. Comments relating to
§ 1.883—4—qualified shareholder stock
ownership test

As noted above, section 883(c)(1) pro-
vides that a foreign corporation shall not be
eigible for the exclusion of income from
the international operation of ships or air-
craft if 50 percent or more of the value of
its stock is owned by individuals who are
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not residents of a qualified foreign coun-
try. Section 1.882—4 of the 2000 proposed
regulations provides detailed rules regard-
ing this statutory requirement.

In response to comments the IRS re-
ceived regarding those provisions of the
2000 proposed regulations, the reproposed
regulations modify the rules regarding the
permissible categories of qualified share-
holders, the requirements for establishing
qualified shareholder status under an in-
come tax convention, the attribution of own-
ership in the case of taxable non-stock
corporations, and the preparation of own-
ership statements from foreign govern-
ments. As discussed below, however, the
reproposed regulations generally do not
modify the 2000 proposed regulations with
respect to the treatment of bearer shares or
with respect to the attribution of owner-
ship of discretionary trusts.

1. Qudified Shareholders

Under the 2000 proposed regulations, a
foreign corporation may satisfy the stock
ownership test of § 1.883-1(c)(2) if it meets
the qualified shareholder stock ownership
test of §1.883-4.The qualified shareholder
stock ownership test generaly requires more
than 50 percent ownership by qualified
shareholders. Section 1.883—4(b) of the
2000 proposed regulations provides a list
of persons who can be qualified sharehold-
ers.

Severa commentators requested the in-
clusion of additional categories of quali-
fied shareholders. One commentator
suggested that foreign airlines covered by
abilateral air services agreement between
the United States and another country
should be deemed to satisfy the owner-
ship requirements of § 1.883-4(a) because
these agreements require substantial own-
ership and effective control by nationals of
the other country. In response to this com-
ment, the reproposed regulations add share-
holders of such airlines to the list of
qualified shareholders in §1.883—
4(b)(1)(i)(F), subject to certain conditions.

Other commentators suggested that the
list of qudified shareholders include a mu-
tual fund, money market manager, regu-
lated investment company, open and closed-
end fund, investment partnership or other
type of investment vehicle available to the
public and subject to regulation by the Se-
curities and Exchange Commission. Such
entities have great difficulty in demon-
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strating that more than 50 percent of the
value of their shares is owned, or treated
as owned, by qualified shareholders.

The reproposed regulations do not adopt
these suggestions. The IRS and Treasury
recognize the difficulty in proving owner-
ship of such entities, but many owners of
such entities may in fact be U.S. residents
or other non-qualified shareholders. How-
ever, § 1.883-4(d)(3)(viii) of the repro-
posed regulations does permit a publicly
traded corporation to rely on its Form 13G
“ Statement of Beneficial Ownership by Cer-
tain Persons’ to identify 5-percent share-
holders for purposes of the documentation
requirements of § 1.883-2(e). Certain of
these entities may be able to rely upon this
section without additional compliance bur-
den because they are aready required to file
Form 13G and identify 5-percent share-
holders.

2. Bearer Shares

Section 1.883—4(b)(1)(ii) of the 2000
proposed regulations provides that a share-
holder is a qualified shareholder only if the
shareholder does not own its interest in the
foreign corporation through bearer shares,
either directly or by applying the attribu-
tion rules of § 1.883-4(c).

Severa commentators criticized thisrule.
They contended that the restriction on the
use of bearer shares raises concerns of fun-
damental fairness and that the IRS should
not attempt to regulate the personal prop-
erty rights of nonresident alien individu-
as. These commentators suggested that the
rule should be deleted or substantially modi-
fied to alow the use of bearer shares whose
ownership can be substantiated to the sat-
isfaction of the Commissioner.

Due to the difficulty of reliably dem-
ongtrating the true ownership of such shares,
the reproposed regulations do not adopt this
suggestion, in the interest of sound tax ad-
ministration.

3. Certain Limitation on Benefits Article
Restrictions in Income Tax Conventions
Applied to Shareholders

Under § 1.883-4(b)(3)(i) of the 2000
proposed regulations, a shareholder resi-
dent in a treaty country is not a qualified
shareholder by virtue of the treaty exemp-
tion unless the foreign corporation of which
it is a shareholder would be able to sat-
isfy, if it were organized in the treaty coun-
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try, any additiona requirement imposed by
the shipping and air transport article or the
limitation on benefits article of the treaty
upon which the shareholder relies.

Commentators objected to this rule be-
cause it effectively prevents many for-
eign corporations, especially airlines, from
relying on ownership resident in a treaty
country to obtain a section 883 exemp-
tion. Commentators also argued that the pro-
vision would act as a significant and
inappropriate barrier to joint venture cor-
porations with owners or partners resi-
dent in treaty countries.

In response to these comments, the re-
proposed regulations modify the 2000 pro-
posed regulations, so that if a shareholder
relies on an income tax convention to dem-
onstrate residence in a qualified foreign
country, the shareholder alone must sat-
isfy the residence requirements and limi-
tation on benefits requirements of the
convention. The reproposed regulations thus
eliminate the requirement that the corpo-
ration seeking qualified foreign corpora-
tion status itself must satisfy any additional
requirements.

4. Taxable Non-stock Corporations

The 2000 proposed regulations, in
§1.883-4(c), provide for attribution of own-
ership through various entities for pur-
poses of the closely-held test in § 1.883—
2(d)(3)(ii) and the stock ownership test in
§ 1.883-4(a).

Several commentators called for addi-
tional guidance on attribution of owner-
ship in the case of taxable non-stock
corporations entitled to deduct amounts dis-
tributed for charitable purposes.

The reproposed regulations address this
request for guidance in § 1.883-4(c)(5). Un-
der this provision, if a taxable non-stock
corporation is entitled in its country of or-
ganization to deduct from its taxable in-
come amounts distributed for charitable
purposes, the corporation may deem are-
cipient of such charitable distributions to be
a shareholder owning stock in the same pro-
portion as the amount received in the tax-
able year bears to the total income of the
corporation in that taxable year. Whether
each such recipient is a qualified share-
holder then may be determined under
§ 1.883-4(h) or under the specia rules of
8§ 1.883-4(d)(3)(vii).
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5. Discretionary Trusts

The 2000 proposed regulations, in
§1.883-4(c)(3)(i), adopt the attribution rules
for discretionary trusts contained in the
branch profits tax regulations under § 1.884—
5(b)(2)(iii)(A). If a beneficiary’s actuaria
interest in a nongrantor trust cannot be de-
termined, then stock held by the trust will
not be attributed to any beneficiary un-
less all beneficiaries with an interest in the
stock are qualified shareholders.

One commentator recommended that the
regulations instead follow Notice 97-19,
1997-1 C.B. 394, which provides guid-
ance for purposes of section 877 in deter-
mining the net worth of an individual
beneficiary of a trust. Notice 97-19 gen-
eraly attributes al interests in a trust based
on relevant facts and circumstances, in or-
der to assure that an individual will not
avoid the application of section 877 by al-
leging he or she has no actuarialy deter-
minable interest in a trust.

The reproposed regulations do not adopt
this suggestion because of the substan-
tially different purpose of the trust attribu-
tion rules under section 877 as opposed to
section 883. The purpose of those rulesis
to attribute trust income to United States
persons using constructive attribution. The
purpose of the trust attribution rules un-
der section 883 is to determine whether a
foreign corporation is a qualified foreign
corporation by virtue of the residence of its
shareholders. This difference in purpose pre-
vents effective use of the section 877 meth-
odology.

6. Substantiation of Stock Ownership

Section 1.883-4(b)(1)(iii) of the 2000
proposed regulations provides that a share-
holder is a qualified shareholder only if the
shareholder provides to the foreign corpo-
ration the documentation required in
§ 1.883-4(d), and the foreign corporation
meets the reporting requirements of
§ 1.883-4(e) with respect to such share-
holder.

Severad commentators argued that the re-
quirement that the foreign corporation ob-
tain ownership statements was excessive,
at least with respect to foreign corpora-
tions that do not have U.S. branches. Other
commentators suggested that certain quali-
fied professionals and financial institu-
tions be authorized to provide ownership
statements on behalf of foreign govern-
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ments. They noted that, as drafted, practi-
cal compliance with the procedures may be
difficult in countries where ownership of a
shipping company, for example, is held by
several state enterprises, some of which
have begun the privatization process or are
in trangition to privatization and where any
state supervision or control may be re-
mote from the shipping company.

The reproposed regulations under
§ 1.883-4(d) generally retain the struc-
ture and substance of the 2000 proposed
regulations with respect to the substantia-
tion of stock ownership. However, § 1.883—
4(d)(4)(ii) of the reproposed regulations,
regarding ownership statements from for-
eign governments, permits foreign corpo-
rations with shareholders that are foreign
governments to engage accounting or law
firms or financia ingtitutions to prepare cer-
tificates as to ultimate beneficial interest
with respect to the aggregate government
investment in the stock of the foreign cor-
poration.

F. Comments related to
8 1.883-5—¢ffective date

Section 1.883-5 of the 2000 proposed
regulations provides that the regulations will
apply to taxable years of the foreign cor-
poration ending 30 days or more after the
date the regulations are published as final
regulations in the Federal Register

A number of commentators argued that
compliance with the 2000 proposed regu-
lations would require foreign corporations
to develop new accounting and record-
keeping conventions and procedures. Some
commentators therefore suggested that the
effective date be extended to taxable years
beginning 30 days or more after the date
these regulations are published as find regu-
lations in the Federal Register. Other com-
mentators suggested that the regulations
should not be effective earlier than six
months or one year after the publication
date of the final regulations.

In response to these suggestions, the re-
proposed regulations provide that they will
apply to taxable years of aforeign corpo-
ration beginning 30 days or more after the
date these regulations are published as fi-
nal regulations in the Federal Register.

In addition, when the reproposed regu-
lations are published as find, taxpayers will
be permitted to elect to apply the provi-
sions of 88§ 1.883-1 through 1.8834, as fi-
nalized, to any open taxable year beginning
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after 1986. Such election shall apply to the
taxable year of the election and to all sub-
sequent taxable years. Notwithstanding this
election, the substantiation and reporting re-
quirements of § 1.883-1(c)(3) (relating to
the substantiation and reporting required to
be treated as a qualified foreign corpora
tion) and 88 1.883-2(f), 1.883-3(d) and
1.883-4(e) (relating to additional informa-
tion to be included in the return to dem-
onstrate whether the foreign corporation
satisfies the stock ownership test) will not
apply to any years beginning before the ef-
fective date of the final regulations. How-
ever, if aforeign corporation complies with
the proposed regulations, including the sub-
stantiation and reporting rules, such com-
pliance will be considered substantial
evidence that the foreign corporation is a
qualified foreign corporation.

Special Analysis

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Ex-
ecutive Order 12866. Therefore, a regulatory
assessment is not required. It has also been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations,
and because this notice of proposed rule-
making does not impose a collection of in-
formation on U.S. small entities, the
regulatory Flexibility Act (5 U.S.C. chap-
ter 6) does not apply. Pursuant to section
7805(f) of the Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Adminigtration for comment on its
impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as fina regulations, consideration
will be given to any written comments (a
signed original and eight (8) copies) that are
submitted timely to the IRS. The IRS and
Treasury request comments on the clarity
of the proposed rule and how it may be
made easier to understand. All comments
will be made available for public inspec-
tion and copying.

A public hearing has been scheduled for
November 12, 2002, at 10 am., in room
4718, Internd Revenue Building, 1111 Con-
stitution Ave., NW, Washington, DC. All
visitors must present photo identification to
enter the building at the Constitution

495

Avenue entrance. Because of access re-
strictions, visitors will not be admitted be-
yond the immediate entrance area more than
30 minutes before the hearing starts. For in-
formation about having your name placed
on the building access ligt to attend the hear-
ing, see the “FOR FURTHER INFORMA-
TION CONTACT” section of this preamble.

The rules of 26 CFR 601.601(a)(3) ap-
ply to this hearing.Persons who wish to
present oral comments at the hearing must
submit written comments and an outline of
the topics to be discussed and the time to
be devoted to each topic (signed original
and eight (8) copies) by October 22, 2002.
A period of 10 minutes will be allotted to
each person for making comments. An
agenda showing the scheduling of the
speakers will be prepared after the dead-
line for receiving outlines has passed. Cop-
ies of the agenda will be available free of
charge at the hearing.

Drafting Information

The principal author of these proposed
regulations is Patricia A. Bray of the Of-
fice of the Associate Chief Counsel (Inter-
national). However, other personnel from
the IRS and Treasury Department partici-
pated in their development.

* % % % %

Withdrawal of Proposed Amendments

Accordingly, under the authority of 26
U.S.C. 7805, the proposed amendment to
26 CFR Part 1 that was published in the
Federal Register on Tuesday, February 8,
2000, (65 FR 6065) is withdrawn as of Au-
gust 2, 2002.

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding entries in nu-
merical order to read as follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.883-1 is also issued under 26
U.S.C. 883.

Section 1.883-2 is also issued under 26
U.S.C. 883.

Section 1.883-3 is also issued under 26
U.S.C. 883.
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Section 1.883—4 is also issued under 26
U.S.C. 883.

Section 1.883-5 is also issued under 26
U.SC.883. * * *

Par. 2. Section 1.883-0 is added to read
as follows:

§ 1.883-0 Outline of major topics.

This section lists the major paragraphs
contained in 88 1.883—1 through 1.883-5.

§ 1.883-0 Outline of major topics.

§1.883-1 Exclusion of income from the
international operation of ships or
aircraft.

(a) Generd rule.

(b) Qualified income.

(c) Qualified foreign corporation.

(1) Generd rule.

(2) Stock ownership test.

(3) Substantiation and reporting require-
ments.

(i) General rule.

(i) Further documentation.

(4) Commisioner’s discretion to cure de-
fects in documentation.

(d) Qualified foreign country.

(e) Operation of ships or aircraft.

(1) Generd rule.

(2) Poal, partnership, strategic dliance, joint
operating agreement, code-sharing arrange-
ment or other joint venture.

(3) Activities not considered operation of
ships or aircraft.

(4) Examples.

(5) Definitions.

(i) Bareboat charter.

(ii) Code-sharing arrangement.

(iii) Dry lease.

(iv) Entity.

(v) Fiscaly transparent entity under the in-
come tax laws of the United States.

(iv) Full charter.

(vii) Nonvessel operating common car-
rier.

(viii) Space or slot charter.

(ix) Time charter.

(x) Voyage charter.

(xi) Wet lease.

(f) International operation of ships or air-
craft.

(1) Generad rule.

(2) Determining whether income is de-
rived from international operation of ships
or aircraft.

(i) International carriage of passengers.
(A) Generd rule.
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(B) Round trip travel on ships.

(i) International carriage at cargo.

(iii) Bareboat charter of ships or dry lease
of aircraft used in international operation
of ships or aircraft.

(A) Ratio based on use.

(B) Ratio based on gross income.

(g) Activities incidental to the interna-
tional operation of ships or aircraft.

(1) Generd rule.

(2) Activities not considered incidental to
the international operation of ships or air-
craft.

(3) Services.

(i) Ground services, maintenance, and ca-
tering.

(iii) Other services.

(4) Activities involved in a pool, partner-
ship, strategic aliance, joint operating agree-
ment, code-sharing arrangement or other
joint venture.

(h) Equivalent exemption.

(1) Generd rule.

(2) Determining equivalent exemptions for
each category of income.

(3) Specid rules with respect to income tax
conventions.

(i) Generd rule.

(ii) Participation in certain joint ventures.
(iii) Independent interpretation of income
tax conventions.

(4) Exemptions not qualifying as equiva-
lent exemptions.

(i) Generd rule.

(il) Reduced tax rate or time limited ex-
emption.

(iii) Inbound or outbound freight tax.

(iv) Exemptions for limited types of cargo.
(V) Territoria tax systems.

(vi) Countries that tax on a residence ba-
sis.

(vii) Exemptions within categories of in-
come.

(i) Treatment of possessions.

() Expenses related to qualified income.

§1.883-2 Treatment of publicly-traded
corporations.

(a) General rule.

(b) Established securities market.

(1) Generd rule.

(2) Exchanges with multiple tiers.

(3) Computation of dollar value of stock
traded.

(4) Over-the-counter market.

(5) Discretion to determine that an ex-
change does not qualify as an established
securities market.
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(c) Primarily traded.

(d) Regularly traded.

(1) Generd rule.

(2) Classes of stock traded on a domestic
established securities market treated as
meeting trading requirements.

(3) Closdly-held classes of stock not trested
as meeting trading requirements.

(i) Generd rule.

(i) Exception.

(iii) Five-percent shareholders.

(A) Related persons

(B) Investment companies.

(4) Anti-abuse rule.

(5) Example.

(e) Substantiation that a foreign corpora-
tion is publicly traded.

(1) Generd rule.

(2) Availahility and retention of documents
for inspection.

(f) Reporting requirements.

§ 1.883-3 Treatment of controlled
foreign corporations.

(a) General rule.

(b) Income inclusion test.

(1) Generd rule.

(2) Examples.

(c) Substantiation of CFC stock owner-
ship.

(1) Generd rule.

(2) Documentation from certain United
States shareholders.

(i) Generd rule.

(i) Availahility and retention of documents
for inspection.

(d) Reporting requirements.

§ 1.883-4 Qualified shareholder stock
ownership test.

(a) General rule.

(b) Qualified shareholder.

(1) Generd rule.

(2) Residence of individua shareholders.
(i) Generd rule.

(i) Tax home.

(3) Certain income tax convention restric-
tions applied to shareholders.

(4) Not-for-profit organizations.

(5) Pension funds.

(i) Pension fund defined.

(il) Government pension funds.

(iif) Non-government pension funds.

(iv) Beneficiary of a pension fund.

(c¢) Rules for determining constructive own-
ership.

(1) Generd rules for attribution.

(2) Partnerships.
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(i) Generd rule.

(i) Partners resident in the same country.
(iii) Examples.

(3) Trusts and estates.

(i) Beneficiaries.

(i) Grantor trusts.

(4) Corporations that issue stock.

(5) Taxable non-stock corporations.

(6) Mutual insurance companies and simi-
lar entities.

(7) Computation of beneficia interests in
non-government pension funds.

(d) Substantiation of stock ownership.
(1) Generd rule.

(2) Application of general rule.

(i) Ownership statements.

(i) Three-year period of vaidity.

(3) Specid rules.

(i) Substantiating residence of certain share-
holders.

(ii) Special rule for registered sharehold-
ers owning less than one percent of widely-
held corporations.

(iii) Special rule for beneficiaries of pen-
sion funds.

(A) Government pension fund.

(B) Non-government pension fund.

(iv) Specia rule for stock owned by
publicly-traded corporations.

(v) Special rule for not-for-profit organi-
zations.

(vi) Specid rule for aforeign airline cov-
ered by an air services agreement.

(vii) Specid rule for taxable non-stock cor-
porations.

(viii) Special rule for closely-held corpo-
rations traded in the United States.

(4) Ownership statements from sharehold-
ers.

(i) Ownership statements from individu-
als.

(ii) Ownership statements from foreign gov-
ernments.

(iii) Ownership statements from publicly-
traded corporate shareholders.

(iv) Ownership statements from not-for-
profit organizations.

(v) Ownership statements from intermedi-
aries.

(A) Generd rule.

(B) Ownership statements from widely-
held intermediaries with registered share-
holders owning less than one percent of
such widely-held intermediary.

(C) Ownership statements from pension
funds.

(1) Ownership statements from govern-
ment pension funds.
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(2) Ownership statements from non-
government pension funds.

(3) Time for making determinations.

(D) Ownership statements from taxable non-
stock corporations.

(5) Availability and retention of documents
for inspection.

(e) Reporting requirements.

§ 1.883-5 Effective date.

(a) Generd rule.
(b) Election for retroactive application.
(c) Trangitional information reporting rule.

Par. 3. §1.883-1 is revised to read as
follows:

8 1.883—-1 Exclusion of income from the
international operation of ships or
aircraft.

(a) General rule. Qualified income de-
rived by a qualified foreign corporation
from its international operation of ships or
aircraft is excluded from gross income and
exempt from United States Federal in-
come tax. Paragraph (b) of this section de-
fines the term qualified income. Paragraph
(c) of this section defines the term quali-
fied foreign corporation. Paragraph (f) of
this section defines the term international
operation of ships or aircraft.

(b) Qualified income. Qualified income
isincome derived from the internationd op-
eration of ships or aircraft that—

(2) Is properly includible in any of the
income categories described in paragraph
(h)(2) of this section; and

(2) Is the subject of an equivalent ex-
emption, as defined in paragraph (h) of this
section, granted by the qualified foreign
country, as defined in paragraph (d) of this
section, in which the foreign corporation
seeking qualified foreign corporation sta-
tus is organized.

(c) Qualified foreign corporation—(1)
General rule. A qualified foreign corpora-
tion is a corporation that is organized in a
quaified foreign country and considered en-
gaged in the international operation of ships
or aircraft. The term corporation is de-
fined in section 7701(a)(3) and the regu-
lations thereunder. Paragraph (d) of this
section defines the term qualified foreign
country. Paragraph (e) of this section de-
fines the term operation of ships or air-
craft, and paragraph (f) of this section
defines the term international operation of
ships or aircraft. To be a qualified for-
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eign corporation, the corporation must sat-
isfy the stock ownership test of paragraph
(©)(2) of this section and satisfy the sub-
stantiation and reporting requirements de-
scribed in paragraph (c)(3) of this section.
A corporation may be a qualified foreign
corporation with respect to one category of
qudified income but not with respect to an-
other such category. See paragraph (h)(2)
of this section for a discussion of the cat-
egories of quaified income.

(2) Sock ownership test. To be a quali-
fied foreign corporation, a foreign corpo-
ration must satisfy the publicly-traded test
of §1.883-2(a), the CFC stock owner-
ship test of § 1.883-3(a), or the qualified
shareholder stock ownership test of §1.883—
4(a).

(3) Substantiation and reporting
requirements—(i) General rule. To be a
qudlified foreign corporation, a foreign cor-
poration must include the following infor-
mation in its Form 1120F, “U.S Income Tax
Return of a Foreign Corporation,” in the
manner prescribed by such form and its ac-
companying instructions—

(A) The corporation’s name and ad-
dress (including mailing code);

(B) The corporation’s U.S. taxpayer iden-
tification number;

(C) The foreign country in which the
corporation is organized;

(D) The applicable authority for an
equivalent exemption, for example, cita-
tion of a statute in the country where the
corporation is organized, a diplomatic note
between the United States and such coun-
try, Rev. Rul. 200148, 200142 |.R.B. 324,
(Octaober 15, 2001) as amended from time
to time (see § 601.601(d)(2) of this chap-
ter), or, in the case of a corporation de-
scribed in paragraph (h)(3)(ii) of this
section, an income tax convention between
the United States and such country;

(E) The category or categories of quali-
fied income for which an exemption is be-
ing claimed;

(F) A reasonable estimate of the amount
of income in each category of qudified in-
come for which the exemption is claimed,
to the extent such amounts are readily de-
terminable;

(G) Any other information required un-
der 8§ 1.883-2(f), 1.883-3(d), or 1.883-
4(e), as applicable; and

(H) Any other relevant information
specified by the Form 1120F and its ac-
companying instructions.
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(i) Further documentation. If the Com-
missioner requests in writing that the for-
eign corporation document or substantiate
representations made under paragraph
(©)(3)(i) of this section, or under § 1.883—
2(f), 1.883-3(d) or 1.883-4(e), the for-
eign corporation must provide the
documentation or substantiation within 60
days following the written request. If the
foreign corporation does not provide the
documentation and substantiation requested
within the 60-day period, but demonstrates
that the failure was due to reasonable cause
and not willful neglect, the Commissioner
may grant the foreign corporation a 30-
day extension to provide the documenta-
tion or substantiation. Whether a failure to
obtain the documentation or substantia-
tion in a timely manner was due to rea-
sonable cause and not willful neglect shall
be determined by the Commissioner after
considering al the facts and circumstances.

(4) Commissioner’s discretion to cure de-
fects in documentation. The Commissioner
retains the discretion to cure any defectsin
the documentation where the Commis-
sioner is satisfied that the foreign corpo-
ration would otherwise be a qualified
foreign corporation.

(d) Qualified foreign country. A quali-
fied foreign country is a foreign country that
grants to corporations organized in the
United States an equivalent exemption, as
described in paragraph (h) of this section,
for the category of qualified income, as de-
scribed in paragraph (h)(2) of this sec-
tion, derived by the foreign corporation
seeking qualified foreign corporation sta-
tus. A foreign country may be a qualified
foreign country with respect to one cat-
egory of qualified income but not with re-
spect to another such category.

(e) Operation of ships or aircraft—(1)
General rule. Except as provided in para-
graph (e)(2) of this section, a foreign cor-
poration is considered engaged in the
operation of ships or aircraft only during
the time it is an owner or lessee of one or
more entire ships or aircraft and uses such
ships or aircraft in one or more of the fol-
lowing activities—

(i) Carriage of passengers or cargo for
hire;

(i) In the case of a ship, the leasing out
of the ship under a time or voyage char-
ter (full charter), space or slot charter, or
bareboat charter, as those terms are de-
fined in paragraph (€)(5) of this section, pro-
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vided the ship is used to carry passengers
or cargo for hire; and

(i) In the case of aircraft, the leasing
out of the aircraft under a wet lease (full
charter), space, dlot, or block-seat charter,
or dry lease, as those terms are defined in
paragraph (e)(5) of this section, provided
the aircraft is used to carry passengers or
cargo for hire.

(2) Pool, partnership, strategic alli-
ance, joint operating agreement, code-
sharing arrangement or other joint venture.
A foreign corporation is considered en-
gaged in the operation of ships or aircraft
with respect to its participation in a pool,
partnership, strategic aliance, joint oper-
ating agreement, code-sharing arrange-
ment or other joint venture that is either—

(i) An entity, as defined in paragraph
(e)(5)(iv) of this section, that is a fiscally
transparent entity under the income tax laws
of the United States, as defined in para-
graph (e)(5)(v) of this section, with re-
spect to the category of income derived
from such operation, and that would be con-
sidered engaged in the operation of ships
or arcraft under paragraph (€)(1) of this sec-
tion if it were a foreign corporation; or

(ii) A pool, strategic alliance, joint op-
erating agreement, code-sharing arrange-
ment or other joint venture that is not an
entity, as defined in paragraph (e)(5)(iv) of
this section, involving one or more activi-
ties described in paragraphs (€)(1)(i) through
(iii) of this section, but only if the for-
€ign corporation is otherwise engaged in the
operation of ships or aircraft under para-
graph (e)(1) of this section.

(3) Activities not considered operation
of ships or aircraft. Activities that do not
constitute operation of ships or aircraft in-
clude, but are not limited to—

(i) The activities of a nonvessd-operating
common carrier, as defined in paragraph
(e)(5)(vii) of this section;

(i) Ship or aircraft management;

(iii) Obtaining crews for ships or air-
craft operated by another party;

(iv) Acting as a ship’s agent;

(v) Ship or aircraft brokering;

(vi) Freight forwarding;

(vii) The activities of travel agents and
tour operators;

(viii) Rental by a container leasing com-
pany of containers and related equipment;
and

(ix) The activities of a concessionaire.
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(4) Examples. The rules of paragraphs
(e)(2) through (3) of this section areillus-
trated by the following examples:

Example 1. Three tiers of charters—(i) Facts. A,
B, and C are foreign corporations. A purchases a ship.
A and B enter into a bareboat charter of the ship for
aterm of 20 years, and B, in turn, enters into atime
charter of the ship with C for aterm of 5 years. Un-
der the time charter, B is responsible for the com-
plete operation of the ship, including providing the
crew and maintenance. C uses the ship during the term
of the time charter to carry its customers' freight be-
tween U.S. and foreign ports. C owns no ships.

(ii) Analysis. Because A is the owner of the en-
tire ship and leases out the ship under a bareboat char-
ter to B, and because the sublessor, C, uses the ship
to carry cargo for hire, A is considered engaged in the
operation of a ship under paragraph (e)(1) of this sec-
tion during the term of the time charter. B leases in
the entire ship from A and leases out the ship under
atime charter to C, who uses the ship to carry cargo
for hire. Therefore, B is considered engaged in the op-
eration of a ship under paragraph (€)(1) of this sec-
tion during the term of the time charter. C time charters
the entire ship from B and uses the ship to carry its
customers' freight during the term of the charter. There-
fore, C is aso engaged in the operation of a ship un-
der paragraph (€)(1) of this section during the term
of the time charter.

Example 2. Partnership with contributed ship-
ping assets— (i) Facts. X, Y, and Z, each a foreign
corporation, enter into a partnership, P. P is a fis-
cally transparent entity under the income tax laws of
the United States, as defined in paragraph (€)(5)(iv)
and (v) of this section, with respect to all relevant cat-
egories of income. Under the terms of the partner-
ship agreement, each partner contributes all of the ships
in its fleet to P in exchange for interests in the part-
nership and shares in the P profits from the interna-
tional carriage of cargo. The partners share in the
overall management of P, but each partner, acting in
its capacity as partner, continues to crew and man-
age al ships previoudly in its fleet.

(i) Analysis. P owns the ships contributed by the
partners and uses these ships to carry cargo for hire.
Therefore, if P were a foreign corporation, it would
be considered engaged in the operation of ships within
the meaning of paragraph (e)(1) of this section. Ac-
cordingly, because Pis afiscally trangparent entity un-
der the income tax laws of the United States, as
defined in paragraph (€)(5)(v) of this section, X, Y,
and Z are each considered engaged in the operation
of ships through P, within the meaning of paragraph
(e)(2)(i) of this section, with respect to their distribu-
tive share of income from P's international carriage
of cargo.

Example 3. Joint venture with chartered in ships—
(i) Facts. Foreign corporation A owns a number of for-
eign subsidiaries involved in various aspects of the
shipping business, including S1, S2, S3, and $4. 4
is aforeign corporation that provides cruises but does
not own any ships. S1, S2, and S3 are foreign cor-
porations that own cruise ships. S1, S2, S3, and 4
form joint venture JV, in which they are all interest
holders, to conduct cruises. JV is fiscaly transpar-
ent under the income tax laws of the United States,
as defined in paragraph (e)(5)(v) of this section, with
respect to its income from the carriage of passen-
gers. Under the terms of the joint venture, S1, S2, and
S3 each enter into time charter agreements with Jv,
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pursuant to which S1, S2, and S3 retain control of the
navigation and management of the individual ships,
and JV will use the ships to carry passengers for hire.
The overall management of the cruise line will be pro-
vided by $4.

(i) Analysis. S1, S2, and S3 each owns ships and
time charters those ships to JV, which uses the ships
to carry passengers for hire. Accordingly, S1, S2, and
S3 are each considered engaged in the operation of
ships under paragraph (€)(1) of this section. JV leases
in entire ships by means of the time charters, and JvV
uses those ships to carry passengers on cruises. Thus,
JV would be engaged in the operation of ships within
the meaning of paragraph (e)(1) of this section if it
were aforeign corporation. Therefore, athough $4 does
not directly own or lease in a ship, $4 aso is en-
gaged in the operation of ships, within the meaning
of paragraph (e)(2)(i) of this section, with respect to
its participation in Jv.

(5) Definitions—(i) Bareboat charter. A
bareboat charter is a contract for the use of
a ship or aircraft whereby the lessee isin
complete possession, control, and com-
mand of the ship or aircraft. For example,
in a bareboat charter, the lessee is respon-
sible for the navigation and management of
the ship or aircraft, the crew, supplies, re-
pairs and maintenance, fees, insurance,
charges, commissions and other expenses
connected with the use of the ship or air-
craft. The lessor of the ship bears none of
the expense or responsibility of operation
of the ship or aircraft.

(ii) Code-sharing arrangement. A code-
sharing arrangement is an arrangement in
which one air carrier puts its identifica-
tion code on the flight of another carrier.
This arrangement allows the first carrier to
hold itself out as providing service in mar-
kets where it does not otherwise operate or
where it operates infrequently. Code-sharing
arrangements can range from a very lim-
ited agreement between two carriers in-
volving only one market to agreements
involving multiple markets and dliances be-
tween or among internationa carriers which
also include joint marketing, baggage han-
dling, one-stop check-in service, sharing of
frequent flyer awards, and other services.
For rulesinvolving the sale of code-sharing
tickets, see paragraph (g)(1)(vi) of this sec-
tion.

(iii) Dry lease. A dry lease is the bare-
boat charter of an aircraft.

(iv) Entity. For purposes of this para-
graph (), an entity is any person that is
treated by the United States as other than
an individual for U.S. Federal income tax
purposes. The term includes disregarded en-
tities.

(v) Fiscally transparent entity under the
income tax laws of the United Sates. For
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purposes of this paragraph (€), an entity is
fiscally transparent under the income tax
laws of the United States with respect to a
category of income if the entity would be
considered fiscaly trangparent under the in-
come tax laws of the United States for pur-
poses of § 1.894—1 with respect to an item
of income within that category of income.

(vi) Full charter. Full charter (or full
rental) means a time charter or a voyage
charter of a ship or a wet lease of an air-
craft but during which the full crew and
management are provided by the lessor.

(vii) Nonvessel operating common car-
rier. A nonvessel operating common car-
rier is an entity that does not exercise
control over any part of avessal, but holds
itself out to the public as providing trans-
portation for hire, issues hills of lading, as-
sumes responsibility or is liable by law as
acommon carrier for safe transportation of
shipments, and arranges in its own name
with other common carriers, including those
engaged in the operation of ships, for the
performance of such transportation.

(viii) Space or dlot charter. A space or
dlot charter is a contract for use of a cer-
tain amount of space (but less than al of
the space) on a ship or aircraft, and may be
on atime or voyage basis. When used in
connection with passenger aircraft this sort
of charter may be referred to as the sale of
block seats.

(ix) Time charter. A time charter is a
contract for the use of a ship or aircraft for
a specific period of time, during which the
lessor of the ship or aircraft retains con-
trol of the navigation and management of
the ship or aircraft (i.e., the lessor contin-
ues to be responsible for the crew, sup-
plies, repairs and maintenance, fees and
insurance, charges, commissions and other
expenses connected with the use of the ship
or arcraft).

(x) Voyage charter. A voyage charter is
a contract similar to a time charter except
that the ship or aircraft is chartered for a
specific voyage or flight rather than for a
specific period of time.

(xi) Wet lease. A wet lease is the time
or voyage charter of an aircraft.

(f) International operation of ships or
aircraft—(1) General rule. The term in-
ternational operation of ships or aircraft
means the operation of ships or aircraft, as
defined in paragraph (e) of this section, with
respect to the carriage of passengers or
cargo on voyages or flights that begin or
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end in the United States, as determined un-
der paragraph (f)(2) of this section. The
term does not include the carriage of pas-
sengers or cargo on a voyage or flight that
begins and ends in the United States, even
if the voyage or flight contains a segment
extending beyond the territorid limits of the
United States, unless the passenger disem-
barks or the cargo is unloaded outside the
United States. Operation of ships or air-
craft beyond the territorial limits of the
United States does not constitute in itself
international operation of ships or aircraft.

(2) Determining whether income is de-
rived from international operation of ships
or aircraft. Whether income is derived from
international operation of ships or aircraft
is determined on a passenger by passen-
ger basis (as provided in paragraph (f)(2)(i)
of this section) and on an item-of-cargo by
item-of-cargo basis (as provided in para-
graph (f)(2)(ii) of this section). In the case
of the bareboat charter of a ship or the dry
lease of an aircraft, whether the charter in-
come for a particular period is derived from
international operation of ships or aircraft
is determined by reference to how the ship
or aircraft is used by the lowest-tier les-
see in the chain of lessees (as provided in
paragraph (f)(2)(iii) of this section).

(i) International carriage of
passengers—(A) General rule. Except in
the case of around trip described in para-
graph (f)(2)(i)(B) of this section, income de-
rived from the carriage of a passenger will
be income from international operation of
ships or aircraft if the passenger is car-
ried between a beginning point in the
United States and an ending point outside
the United States, or vice versa. Carriage
of a passenger will be treated as ending at
the passenger’s final destination even if, en
route to the passenger’s final destination,
a stop is made at an intermediate point for
refueling, maintenance, or other business
reasons, provided the passenger does not
change ships or aircraft at the intermedi-
ate point. Similarly, carriage of a passen-
ger will be treated as beginning at the
passenger’s point of origin even if, en route
to the passenger’s final destination, a stop
is made at an intermediate point, provided
the passenger does not change ships or air-
craft at the intermediate point. Carriage of
a passenger will be treated as beginning or
ending at a U.S. or foreign intermediate
point if the passenger changes ships or air-
craft at that intermediate point.
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(B) Round trip travel on ships. In the
case of income from the carriage of a pas-
senger on a ship that begins its voyage in
the United States, calls on one or more for-
eign intermediate ports, and returns to the
same or another U.S. port, such income
from carriage of a passenger on the en-
tire voyage will be treated as income de-
rived from international operation of ships
or aircraft under paragraph (f)(2)(i)(A) of
this section. This result obtains even if such
carriage includes one or more intermedi-
ate stops at a U.S. port or ports and even
if the passenger does not disembark at the
foreign intermediate point.

(ii) International carriage of cargo. In-
come from the carriage of cargo will be in-
come derived from international operation
of ships or aircraft if the cargo is carried
between a beginning point in the United
States and an ending point outside the
United States, or vice versa. Carriage of
cargo will be treated as ending at the fi-
nal destination of the cargo even if, en route
to that final destination, a stop is made at
a U.S. intermediate point, provided the
cargo is transported to its ultimate desti-
nation on the same ship or aircraft. If the
cargo is transferred to another ship or air-
craft, the carriage of the cargo may nev-
ertheless be treated as ending at its final
destination, if the same taxpayer trans-
ports the cargo to and from the U.S. inter-
mediate point and the cargo does not pass
through customs at the U.S. intermediate
point. Similarly, carriage of cargo will be
treated as beginning at the cargo’s point of
origin, even if en route to its final desti-
nation a stop is made at a U.S. intermedi-
ate point, provided the cargo is transported
to its ultimate destination on the same ship
or aircraft. If the cargo is transferred to an-
other ship or aircraft at the U.S. interme-
diate point, the carriage of the cargo may
nevertheless be treated as beginning at the
point of origin, if the same taxpayer trans-
ports the cargo to and from the U.S. inter-
mediate point and the cargo does not pass
through customs at the U.S. intermediate
point. Repackaging, recontainerization, or
any other activity involving the unload-
ing of the cargo at the U.S. intermediate
point does not change these results, pro-
vided the same taxpayer transports the cargo
to and from the U.S. intermediate point and
the cargo does not pass through customs at
the U.S. intermediate point. A lighter ves-
sel that carries cargo to, or picks up cargo
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from, a vessel located beyond the territo-
rial limits of the United States and corre-
spondingly loads or unloads that cargo at
a U.S. port, carries cargo between a point
in the United States and a point outside the
United States. However, alighter vessel that
carries cargo to, or picks up cargo from, a
vessel located within the territoria limits
of the United States, and correspondingly
loads or unloads that cargo at a U.S. port,
is not engaged in international operation of
ships or aircraft. Income from the car-
riage of military cargo on a voyage that be-
gins in the United States, stops at a foreign
intermediate port or a military preposition-
ing location, and returns to the same or an-
other U.S. port without unloading its cargo
at the foreign intermediate point, will nev-
ertheless be treated as derived from inter-
national operation of ships or aircraft.
(iii) Bareboat charter of ships or dry
lease of aircraft used in international op-
eration of ships or aircraft. If a qualified
foreign corporation bareboat charters a ship
or dry leases an aircraft to alessee, and the
lowest tier lessee in the chain of owner-
ship uses such ship or aircraft for the in-
ternational carriage of passengers or cargo
for hire, as described in paragraphs (f)(2)(i)
and (ii) of this section, then the amount of
charter income attributable to the period the
ship or aircraft is used by the lowest tier
lessee is income from international opera-
tion of ships or aircraft. The foreign cor-
poration must adopt a reasonable method
consistently applied for determining the
amount of the charter income that is at-
tributable to such internationa operation of
ships or aircraft. Two reasonable methods
for determining the amount of charter in-
come attributable to international opera-
tion of ships or aircraft are the following:
(A) Ratio based on use. Multiply the
amount of charter income by a fraction, the
numerator of which is the total number of
days of uninterrupted travel on voyages or
flights of such ship or aircraft between the
United States and the farthest point or points
where cargo or passengers are loaded en
route to, or discharged en route from, the
United States during the smaller of the tax-
able year or the particular charter period,
and the denominator of which is the total
number of days in the smaller of the tax-
able year or the particular charter period.
For this purpose, the number of days dur-
ing which the ship or aircraft is not gen-
erating transportation income, within the
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meaning of section 863(c)(2), are not in-
cluded in the numerator of the fraction. For
example, the numerator of the fraction does
not include days during which the ship or
aircraft is out of service while being re-
paired or maintained or days during which
the ship is not being used to carry cargo or
persons for hire.

(B) Ratio based on gross income. Mul-
tiply the amount of charter income by a
fraction, the numerator of which isthe U.S.
source gross transportation income, as that
term is defined in section 887(b), earned
from the operation of the vessel or air-
craft by the lowest tier lessee during the
smaller of the taxable year or the particu-
lar charter period, and the denominator of
which is the total gross income of the les-
see from the operation of the ship or air-
craft during the smaller of the taxable year
or the particular charter period. An aloca-
tion based on the net income of such les-
see, however, will not be considered
reasonable for purposes of this paragraph
(H)(A(iii)(B).

(g) Activities incidental to the interna-
tional operation of ships or aircraft—(1)
General rule. Certain activities of a for-
eign corporation engaged in the interna-
tional operation of ships or aircraft are so
closely related to the international opera-
tion of ships or aircraft that they are con-
sidered incidental to such operation, and
income derived by the foreign corpora-
tion from its performance of these inciden-
tal activities is deemed to be income derived
from the international operation of ships or
aircraft. Examples of such activities
include—

(i) Temporary investment of working
capital funds to be used in the interna-
tional operation of ships or aircraft by the
foreign corporation;

(i) Sale of tickets by the foreign cor-
poration engaged in the international op-
eration of ships for the international carriage
of passengers by ship on behalf of an-
other corporation engaged in the interna-
tional operation of ships;

(iii) Sale of tickets by the foreign cor-
poration engaged in the international op-
eration of aircraft for the international
carriage of passengers by air on behalf of
another corporation engaged in the inter-
national operation of aircraft;

(iv) Contracting with concessionaires for
performance of services onboard during the
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international operation of the foreign cor-
poration’'s ships or aircraft;

(v) Providing through a related or un-
related corporation (either by subcontract-
ing or otherwise) for the carriage of cargo
preceding or following the internationd car-
riage of cargo under a through bill of lad-
ing, airway bill or similar document;

(vi) To the extent not described in para-
graph (g)(1)(iii) of this section, the sale or
issuance by the foreign corporation en-
gaged in the international operation of air-
craft of interline or code-sharing tickets for
the carriage of persons by air between a
U.S. gateway and another U.S. city pre-
ceding or following international carriage
of passengers, provided that all such flight
segments are provided pursuant to the pas-
senger’s original invoice, ticket or itiner-
ary;

(vii) Arranging for port city hotel ac-
commodations within the United States for
a passenger for the one night before or af -
ter the international carriage of that pas-
senger by the foreign corporation engaged
in the international operation of ships;

(viii) Bareboat charter of ships or dry
lease of aircraft normally used by the for-
eign corporation in international opera-
tion of ships or aircraft but currently not
needed, if the ship or aircraft is used by the
lessee for international carriage of cargo or
passengers,

(ix) Arranging by means of a space or
slot charter for the carriage of cargo listed
on a bill of lading or airway bill or simi-
lar document issued by the foreign corpo-
ration on the ship or aircraft of another
corporation engaged in the international op-
eration of ships or aircraft; and

(x) Rental of containers by the foreign
corporation for use in the United States for
a period not exceeding five days beyond the
origina delivery date by the foreign cor-
poration to the consignee as stated on the
bill of lading, provided that—

(A) The consignee takes delivery in the
United States;

(B) The container is owned by or leased
to the foreign corporation; and

(C) The container is identified (for ex-
ample, by a 4 digit apha code and seria
number) on a bill of lading or attached
manifest or similar document issued by the
foreign corporation that provides for the
transportation of cargo between points not
solely within the United States.
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(2) Activities not considered incidental
to the international operation of ships or
aircraft. Examples of activities that are not
considered incidentd to the international op-
eration of ships or aircraft include—

(i) The sale of or arranging for train
travel, bus transfers, or land tour pack-
ages,

(i) Arranging for port city hotel accom-
modations within the United States other
than as provided in paragraph (g)(1)(vii) of
this section;

(iii) The sale of airline tickets or cruise
tickets other than as provided in paragraph
(9)(1)(ii), (iii), or (vi) of this section;

(iv) The sale or renta of real property;

(v) Treasury activities involving the in-
vestment of excess funds or funds await-
ing repatriation, even if derived from the
international operation of ships or aircraft;

(vi) The carriage of passengers or cargo
on ships or aircraft on domestic legs of
transportation not treated as either interna-
tional operation of ships or aircraft under
paragraph (f) of this section or as an ac-
tivity that isincidental to such operation un-
der paragraph (g)(1) of this section;

(vii) The carriage of cargo by bus, truck
or rail by aforeign corporation between a
U.S. inland point and a U.S. gateway port
or airport preceding or following the in-
ternational carriage of such cargo by the for-
eign corporation; and

(viii) Rental of containers attributable to
the use of a container within the United
States other than as provided in paragraph
(9)(1)(x) of this section.

(3) Services—(i) Ground services, main-
tenance and catering. [Reserved]

(ii) Other services. [Reserved]

(4) Activities involved in a pool, part-
nership, strategic alliance, joint operat-
ing agreement, code-sharing arrangement
or other joint venture. Notwithstanding para-
graph (g)(1) of this section, an activity is
conddered incidentd to the international op-
eration of ships or aircraft by aforeign cor-
poration, and income derived by the foreign
corporation with respect to such activity is
deemed to be income derived from the in-
ternational operation of ships or aircraft, if
the activity is performed by or pursuant to
apool, partnership, strategic alliance, joint
operating agreement, code-sharing arrange-
ment or other joint venture in which such
foreign corporation participates, provided
that—
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(i) Such activity isincidental to the in-
ternational operation of ships or aircraft by
the pool, partnership, strategic aliance, joint
operating agreement, code-sharing arrange-
ment or other joint venture, and provided
that it is described in paragraph (e)(2)(i) of
this section; or

(ii) Such activity would be incidenta to
the international operation of ships or air-
craft by the foreign corporation, if it per-
formed such activity itself, and provided the
foreign corporation is engaged in the op-
eration of ships or aircraft under para-
graph (e)(1) of this section.

(h) Equivalent exemption—(1) Gen-
eral rule. A foreign country grants an
equivaent exemption when it exempts from
taxation income from the international op-
eration of ships or aircraft derived by cor-
porations organized in the United States.
Whether a foreign country provides an
equivaent exemption must be determined
separately with respect to each category of
income, as provided in paragraph (h)(2) of
this section. An equivalent exemption may
be available for income derived from the
internationa operation of ships even though
income derived from the international op-
eration of aircraft may not be exempt, and
vice versa. For rules regarding foreign cor-
porations organized in countries that pro-
vide exemptions only through an income tax
convention, see paragraph (h)(3) of this sec-
tion. An equivalent exemption may exist
where the foreign country—

(i) Generaly imposes no tax on income,
including income from the international op-
eration of ships or aircraft;

(ii) Specificaly provides a domestic law
tax exemption for income derived from the
international operation of ships or aircraft,
either by statute, decree, or otherwise; or

(iii) Exchanges diplomatic notes with the
United States, or enters into an agreement
with the United States, that provides for a
reciprocal exemption for purposes of sec-
tion 883.

(2) Determining equivalent exemptions
for each category of income. Whether afor-
eign country grants an equivalent exemp-
tion must be determined separately with
respect to income from the international op-
eration of ships and income from the in-
ternational operation of aircraft for each
category of income ligted in (i) through (vii)
of this paragraph (h)(2). If an exemption is
unavailable in the foreign country for a par-
ticular category of income, the foreign
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country is not considered to grant an
equivalent exemption with respect to that
category of income. Income in that cat-
egory is not considered to be the subject of
an equivalent exemption and thus is not €li-
gible for exemption from income tax in the
United States, even though the foreign
country may grant an equivalent exemp-
tion for other categories of income. The fol-
lowing categories of income derived from
the international operation of ships or air-
craft may be exempt from United Statesin-
come tax if an equivalent exemption is
available—

(i) Income from the carriage of passen-
gers and cargo;

(ii) Time or voyage (full) charter in-
come of a ship or wet lease income of an
aircraft;

(iii) Bareboat charter income of a ship
or dry charter income of an aircraft;

(iv) Incidental bareboat charter income
or incidental dry lease income;

(v) Incidental container-related income;

(vi) Income incidental to the interna-
tional operation of ships or aircraft other
than incidental income described in para-
graph (h)(2)(iv) and (v) of this section;

(vii) Capital gains derived by a quali-
fied foreign corporation engaged in the in-
ternational operation of ships or aircraft
from the sale, exchange or other disposi-
tion of a ship, aircraft, container or re-
lated equipment or other moveable property
used by that qualified foreign corporation
in the international operation of ships or air-
craft; and

(viii) Income from participation in a
pool, partnership, strategic aliance, joint op-
erating agreement, code-sharing arrange-
ment, international operating agency, or
other joint venture described in paragraph
(e)(2) of this section.

(3) Soecial rules with respect to income
tax conventions— (i) General rule. Ex-
cept as provided in paragraph (h)(3)(ii) of
this section, if a corporation is organized
in a foreign country that provides an ex-
emption only through an income tax con-
vention with the United States, the foreign
corporation is not organized in a foreign
country that grants an equivalent exemp-
tion. Rather, the foreign corporation must
satisfy the terms of that convention to re-
ceive a benefit under the convention, and
the foreign corporation may not claim an
exemption under section 883. If the cor-
poration is organized in a foreign country
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that offers an exemption under an income
tax convention and also by some other
means, such as by diplomatic note or do-
mestic statutory law, the foreign corpora-
tion may choose annually whether to claim
an exemption under section 883 based upon
the equivalent exemption provided by such
other means, under the income tax con-
vention, or under both the income tax con-
vention and section 883. Any such choice
will apply with respect to all qualified in-
come of the corporation from the interna-
tional operation of ships or aircraft and
cannot be made separately with respect to
different categories of such income. If afor-
eign corporation bases its claim for an ex-
emption on section 883, the foreign
corporation must satisfy all of the require-
ments of this section to qualify for an ex-
emption from U.S. income tax. See § 1.883—
4(b)(3) for rules regarding satisfying the
ownership test of paragraph (c)(2) of this
section using shareholders resident in afor-
eign country that offers an exemption un-
der an income tax convention.

(i) Participation in certain joint ven-
tures. Notwithstanding paragraph (h)(3)(i)
of this section, if a corporation is orga-
nized in aforeign country that provides an
exemption only through an income tax con-
vention with the United States, the for-
eign corporation will be treated as organized
in aforeign country that grants an equiva
lent exemption under section 883 with re-
spect to a category of income derived
through participation in a pool, partner-
ship, strategic aliance, joint operating agree-
ment, code-sharing arrangement or other
joint venture described in paragraph (e)(2)
of this section, but only where treaty ben-
efits would be available under the treaty but
for the treatment of the pool, partnership,
strategic alliance, joint operating agree-
ment, code-sharing arrangement or other
joint venture as not fiscally transparent with
respect to that category of income under the
income tax laws of the foreign country in
which the foreign corporate interest holder
is organized for purposes of § 1.894—
Ld)(3)(iii)(A).

(iii) Independent interpretation of in-
come tax conventions. Nothing in this sec-
tion and 88 1.883-2 through 1.883-5 affects
the rights or obligations under any income
tax convention. The definitions provided in
this section and 8§ 1.883-2 through 1.883-5
shall neither give meaning to similar terms
used in income tax conventions nor pro-
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vide guidance regarding the scope of any
exemption provided by such conventions.

(4) Exemptions not qualifying as equiva-
lent exemptions—(i) General rule. Cer-
tain types of exemptions provided to
corporations organized in the United States
by foreign countries do not satisfy the
equivalent exemption requirements of this
section. The following paragraphs pro-
vide descriptions of some of the types of
exemptions that do not qualify as equiva
lent exemptions for purposes of this sec-
tion.

(ii) Reduced tax rate or time limited ex-
emption. The exemption granted by the for-
€ign country’s law or income tax convention
must be a complete exemption. The ex-
emption may not constitute merely a re-
duction to a non-zero rate of tax levied
against the income of corporations orga-
nized in the United States derived from the
international operation of ships or aircraft
or atemporary reduction to a zero rate of
tax, such as in the case of atax holiday.

(iii) Inbound or outbound freight tax.
With respect to the carriage of cargo, the
foreign country must provide an exemp-
tion from tax for income from transport-
ing freight both inbound and outbound. For
example, aforeign country that imposes tax
only on outbound freight will not be trested
as granting an equivalent exemption for in-
come from transporting freight inbound into
that country.

(iv) Exemptions for limited types of
cargo. A foreign country must provide an
exemption from tax for income from trans-
porting al types of cargo. For example, if
a foreign country were generally to im-
pose tax on income from the international
carriage of cargo but were to provide a
statutory exemption for income from trans-
porting agricultural products, the foreign
country would not be considered to grant
an equivalent exemption with respect to in-
come from the international carriage of
cargo, including agricultural products.

(v) Territorial tax systems. A foreign
country with aterritorial tax system will be
treated as granting an equivalent exemp-
tion if it treats al income derived from the
international operation of ships or aircraft
derived by a U.S. corporation as entirely
foreign source and therefore not subject to
tax, including income derived from a voy-
age or flight that begins or ends in that for-
eign country.

2002-36 I.R.B.



(vi) Countries that tax on a residence ba-
sis. A foreign country that provides an
equivalent exemption to corporations or-
ganized in the United States but also im-
poses a residence-based tax on certain
corporations organized in the United States
may nevertheless be considered to grant an
equivalent exemption if the residence-based
tax is imposed only on a corporation or-
ganized in the United States that main-
tains its center of management and control
or other comparable attributes in that for-
eign country. If the residence-based tax is
imposed on corporations organized in the
United States and engaged in the interna-
tional operation of ships or aircraft that are
not managed and controlled in that for-
eign country, the foreign country shall not
be treated as a qudified foreign country and
shall not be considered to grant an equiva
lent exemption for purposes of this sec-
tion.

(vii) Exemptions within categories of in-
come. A foreign country must provide an
exemption from tax for al income in a cat-
egory of income, as defined in paragraph
(h)(2) of this section. For example, a coun-
try that exempts income from the bare-
boat charter of passenger aircraft but not the
bareboat charter of cargo aircraft does not
provide an equivalent exemption. How-
ever, an equivalent exemption may be avail-
able for income derived from the
internationa operation of ships even though
income derived from the international op-
eration of aircraft may not be exempt, and
vice versa.

(i) Treatment of possessions. For pur-
poses of this section, a possession of the
United States will be treated as a foreign
country. A possession of the United States
will be considered to grant an equivalent
exemption and will be treated as a quali-
fied foreign country if it applies a mirror
system of taxation. If a possession does not
apply a mirror system of taxation, the pos-
session may nevertheless be a qualified for-
eign country if, for example, it provides for
an equivalent exemption through its inter-
nal law. A possession gpplies the mirror sys
tem of taxation if the United States Interna
Revenue Code of 1986, as amended, ap-
pliesin the possession with the name of the
possession used instead of “United States’
where appropriate.

(j) Expenses related to qualified income.
If a qualified foreign corporation derives
qualified income from the international op-
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eration of ships or aircraft as well as in-
come that is not qualified income, and the
non-qualified income is effectively con-
nected with the conduct of a trade or busi-
ness within the United States, the foreign
corporation may not deduct from such non-
qualified income any amount otherwise al-
lowable as a deduction from qualified
income, if that qualified income is ex-
cluded under this section. See section
265(a)(1).

Par. 4. Sections 1.883-2 through 1.883-5
are added to read as follows:

§ 1.883-2 Treatment of publicly-traded
corporations.

(a) General rule. A foreign corpora-
tion satisfies the stock ownership test of
§1.883-1(C)(2) if it is considered a publicly-
traded corporation and satisfies the sub-
stantiation and reporting requirements of
paragraphs (€) and (f) of this section. To be
considered a publicly-traded corporation, the
stock of the foreign corporation must be pri-
marily traded and regularly traded, as de-
fined in paragraphs (c) and (d) of this
section, respectively, on one or more es-
tablished securities markets, as defined in
paragraph (b) of this section, in either the
United States or any qualified foreign coun-
try.

(b) Established securities market—(1)
General rule. For purposes of this sec-
tion, the term established securities mar-
ket means, for any taxable year—

(i) A foreign securities exchange that is
officialy recognized, sanctioned, or super-
vised by a governmental authority of the
qualified foreign country in which the mar-
ket is located, and has an annual value of
shares traded on the exchange exceeding $1
billion during each of the three calendar
years immediately preceding the begin-
ning of the taxable year;

(ii) A national securities exchange that
is registered under section 6 of the Secu-
rities Act of 1934 (15 U.S.C. 78f);

(iii) A United States over-the-counter
market, as defined in paragraph (b)(4) of
this section;

(iv) Any exchange designated under a
Limitation on Benefits article in a United
States income tax convention; and

(v) Any other exchange that the Secre-
tary may designate by regulation or other-
wise.

(2) Exchanges with multiple tiers. If an
exchange in aforeign country has more than
onetier or market level on which stock may
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be separately listed or traded, each such tier
shall be treated as a separate exchange.

(3) Computation of dollar value of stock
traded. For purposes of paragraph (b)(21)(i)
of this section, the value in U.S. dollars of
shares traded during a calendar year shall
be determined on the basis of the dollar
value of such shares traded as reported by
the International Federation of Stock Ex-
changes located in Paris, or, if not so re-
ported, then by converting into U.S. dollars
the aggregate value in local currency of the
shares traded using an exchange rate equal
to the average of the spot rates on the last
day of each month of the calendar year.

(4) Over-the-counter market. An over-
the-counter market is any market reflected
by the existence of an interdealer quota-
tion system. An interdealer quotation sys-
tem is any system of general circulation to
brokers and dealers that regularly dissemi-
nates quotations of stocks and securities by
identified brokers or dedlers, other than by
quotation sheets that are prepared and dis-
tributed by a broker or dealer in the regu-
lar course of business and that contain only
quotations of such broker or deder.

(5) Discretion to determine that an ex-
change does not qualify as an established
securities market. The Commissioner may
determine that a securities exchange that
otherwise meets the requirements of para-
graph (b) of this section does not qualify
as an established securities market, if—

(i) The exchange does not have adequate
listing, financial disclosure, or trading re-
quirements (or does not adequately en-
force such requirements); or

(ii) There is not clear and convincing
evidence that the exchange ensures the ac-
tive trading of listed stocks.

(c) Primarily traded. For purposes of this
section, stock of a corporation is prima-
rily traded in a country on one or more es-
tablished securities markets, as defined in
paragraph (b) of this section, if, with re-
spect to each class of stock described in
paragraph (d)(1)(i) of this section (relat-
ing to classes of stock relied on to meet the
regularly traded test)—

(1) The number of shares in each such
class that are traded during the taxable year
on all established securities markets in that
country exceeds

(2) The number of shares in each such
class that are traded during that year on es-
tablished securities markets in any other
single country.
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(d) Regularly traded—(1) General rule.
For purposes of this section, stock of a cor-
poration is regularly traded on one or more
established securities markets, as defined in
paragraph (b) of this section, if—

(i) One or more classes of stock of the
corporation that, in the aggregate, repre-
sent more than 50 percent of the total com-
bined voting power of all classes of stock
of such corporation entitled to vote and of
the total value of the stock of such corpo-
ration are listed on such market or mar-
kets during the taxable year; and

(if) With respect to each class relied on
to meet the more than 50 percent require-
ment of paragraph (d)(1)(i) of this section—

(A) Trades in each such class are ef-
fected, other than in de minimis quanti-
ties, on such market or markets on at least
60 days during the taxable year (or 1/6 of
the number of daysin a short taxable year);
and

(B) The aggregate number of sharesin
each such class that are traded on such mar-
ket or markets during the taxable year are
at least 10 percent of the average number
of shares outstanding in that class during
the taxable year (or, in the case of a short
taxable year, a percentage that equals at
least 10 percent of the average number of
shares outstanding in that class during the
taxable year multiplied by the number of
days in the short taxable year, divided by
365).

(2) Classes of stock traded on a domes-
tic established securities market treated as
meeting trading requirements. A class of
stock that is traded during the taxable year
on an established securities market lo-
cated in the United States shall be consid-
ered to meet the trading requirements of
paragraph (d)(1)(ii) of this section if the
stock is regularly quoted by dealers mak-
ing a market in the stock. A dealer makes
amarket in a stock only if the dealer regu-
larly and actively offers to, and in fact does,
purchase the stock from, and sell the stock
to, customers who are not related persons
(as defined in section 954(d)(3)) with re-
spect to the dealer in the ordinary course
of atrade or business.

(3) Closely-held classes of stock not
treated as meeting trading requirements—
(i) General rule. Except as provided in para-
graph (d)(3)(ii) of this section, a class of
stock of a foreign corporation that other-
wise meets the requirements of paragraph
(d)(2) or (2) of this section shall not be
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treated as meeting such requirements for a
taxable year if, at any time during the tax-
able year, one or more persons who own
at least 5 percent of the vote and value of
the outstanding shares of the class of stock,
as determined under paragraph (d)(3)(iii) of
this section (each a 5-percent shareholder),
own, in the aggregate, 50 percent or more
of the vote and value of the outstanding
shares of the class of stock. If one or more
5-percent shareholders own, in the aggre-
gate, 50 percent or more of the vote and
value of the outstanding shares of the class
of stock, such shares held by the 5-percent
shareholders will constitute a closely-held
block of stock.

(i) Exception. Paragraph (d)(3)(i) of this
section shall not apply to a class of stock
if the foreign corporation can establish that
qgualified shareholders, as defined in
§ 1.883-4(b), applying the attribution rules
of §1.883-4(c), own sufficient sharesin the
closaly-held block of stock to preclude non-
qualified shareholders in the closely-held
block of stock from owning 50 percent or
more of the total vaue of the class of stock
of which the closely-held block is a part for
more than half the number of days dur-
ing the taxable year. Any shares that are
owned, after application of the attribution
rulesin § 1.883-4(c), by a qudified share-
holder shall not also be treated as owned
by a non-qudlified shareholder in the chain
of ownership for purposes of the preced-
ing sentence. A foreign corporation must ob-
tain the documentation described in
§ 1.883-4(d) from the qualified sharehold-
ers relied upon to satisfy this exception.
However, no person shal be treated for pur-
poses of this paragraph (d)(3) as a quali-
fied shareholder if such person holds an
interest in the class of stock directly or in-
directly through bearer shares.

(iii) Five-percent shareholders—(A) Re-
lated persons. Solely for purposes of de-
termining whether a person is a 5-percent
shareholder, persons related within the
meaning of section 267(b) shall be treated
as one person. In determining whether two
or more corporations are members of the
same controlled group under section
267(b)(3), a person is considered to own
stock owned directly by such person, stock
owned through the application of section
1563(e)(1), and stock owned through the gp-
plication of section 267(c). In determin-
ing whether a corporation is related to a
partnership under section 267(b)(10), a per-
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son is considered to own the partnership in-
terest owned directly by such person and
the partnership interest owned through the
application of section 267(€)(3).

(B) Investment companies. For purposes
of this paragraph (d)(3), an investment com-
pany registered under the Investment Com-
pany Act of 1940, as amended, shall not be
treated as a 5-percent shareholder if no per-
son owns both 5 percent or more of the
value of the outstanding interests in the in-
vestment company (applying the attribu-
tion rules of § 1.883-4(c)) and 5 percent or
more of the value of the shares of the class
of stock of the foreign corporation seek-
ing qualified foreign corporation status (ap-
plying the attribution rules of § 1.883—
4(c)).

(4) Anti-abuse rule. Trades between or
among related persons described in sec-
tion 267(b), as modified by paragraph
(d)(3)(iii) of this section, and trades con-
ducted in order to meet the requirements of
paragraph (d)(1) of this section shdl be dis-
regarded. A class of stock shall not be
treated as meeting the trading requirements
of paragraph (d)(1) of this section if there
is a pattern of trades conducted to meet the
requirements of that paragraph. For ex-
ample, trades between two persons that oc-
cur several times during the taxable year
may be treated as an arrangement or a pat-
tern of trades conducted to meet the trad-
ing requirements of paragraph (d)(1)(ii) of
this section.

(5) Example. The closely-held test in
paragraph (d)(3) of this section is illus-
trated by the following example:

Example. Closely-held exception—(i) Facts. X is
a foreign corporation organized in a qualified for-
eign country and engaged in the international opera-
tion of ships. X has one class of stock, which is
primarily traded on an established securities market
in the qualified foreign country. The stock of X meets
the regularly traded requirements of paragraph (d)(1)(ii)
of this section without regard to paragraph (d)(3)(i)
of this section. A, B, C and D are four members of
the corporation’s founding family who each own, dur-
ing the entire taxable year, 25 percent of the stock of
Hold Co, a company that issues registered shares. Hold
Co, in turn, owns 60 percent of the stock of X dur-
ing the entire taxable year. The remaining 40 per-
cent of the stock of X is not owned by any 5-percent
shareholder, as determined under paragraph (d)(3)(iii)
of thissection. A, B, and C are not residents of a quali-
fied foreign country, but D is a resident of a quali-
fied foreign country.

(i) Analysis. Because Hold Co owns 60 percent
of the stock of X for more than half the number of
days during the taxable year, Hold Co is a 5-percent
shareholder that owns 50 percent or more of the value

of the stock of X. Thus, the shares owned by Hold
Co condtitute a closaly-held block of stock. Under para-
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graph (d)(3)(i) of this section, the stock of X will not
be regularly traded within the meaning of paragraph
(d)(2) of this section unless X can establish, under
paragraph (d)(3)(ii) of this section, that qualified share-
holders within the closaly-held block of stock own suf-
ficient shares in the closely-held block of stock to
preclude non-qualified shareholders in the closely-
held block of stock from owning 50 percent or more
of the value of the outstanding shares in the class of
stock for more than half the number of days during
the taxable year. A, B, and C are not qualified share-
holders within the meaning of § 1.883-4(b) because
they are not residents of a qualified foreign country,
but D is aresident of a quaified foreign country and
therefore is a qualified shareholder. D owns 15 per-
cent of the outstanding shares of X through Hold Co
(25 percent x 60 percent = 15 percent) while A, B,
and C in the aggregate own 45 percent of the out-
standing shares of X through Hold Co. D, therefore,
owns sufficient shares in the closely-held block of stock
to preclude the non-qualified shareholders in the
closely-held block of stock, A, B and C, from own-
ing 50 percent or more of the value of the class of
stock (60 percent - 15 percent = 45 percent) of which
the closely-held block is a part. Provided that X ob-
tains from D the documentation described in § 1.883—
4(d), X’s sole class of stock meets the exception in
paragraph (d)(3)(ii) of this section and will not be dis-
qualified from the regularly traded test by virtue of
paragraph (d)(3)(i) of this section.

(e) Substantiation that a foreign corpo-
ration is publicly traded—(1) General rule.
A foreign corporation that relies on the pub-
licly traded test of this section to meet the
stock ownership test of § 1.883-1(c)(2) must
subgtantiate that the stock of the foreign cor-
poration is primarily and regularly traded
on one or more established securities mar-
kets, as that term is defined in paragraph
(b) of this section. If one of the classes of
stock on which the foreign corporation re-
lies to meet this test is closely-held within
the meaning of paragraph (d)(3)(i) of this
section, the foreign corporation must ob-
tain an ownership statement described in
§ 1.883-4(d) from each qualified share-
holder and intermediary that it relies upon
to satisfy the exception to the closely-
held test, but only to the extent such state-
ment would be required if the foreign
corporation were relying on the qualified
shareholder stock ownership test of
8§ 1.883-4 with respect to those shares of
stock. The foreign corporation must also
maintain and provide to the Commissioner
upon request a list of its shareholders of
record and any other relevant information
known to the foreign corporation support-
ing its entitlement to an exemption under
this section.

(2) Availability and retention of docu-
ments for ingpection. The documentation de-
scribed in paragraph (€)(1) of this section
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must be retained by the corporation seek-
ing qualified foreign corporation status un-
til the expiration of the statute of limitations
for the taxable year of the foreign corpo-
ration to which the documentation relates.
Such documentation must be made avail-
able for inspection by the Commissioner at
such time and such place as the Commis-
sioner may request in writing.

(f) Reporting requirements. A foreign
corporation relying on this section to sat-
isfy the stock ownership test of § 1.883-
1(c)(2) must provide the following
information in addition to the informa-
tion required in § 1.883-1(c)(3) to be in-
cluded in its Form 1120F for the taxable
year. The information must be current as of
the end of the corporation’s taxable year and
must include the following—

(1) The name of the country in which the
stock is primarily traded;

(2) The name of the established secu-
rities market or markets on which the stock
is listed;

(3) A description of each class of stock
relied upon to meet the requirements of
paragraph (d) of this section, including the
number of shares issued and outstanding as
of the close of the taxable year;

(4) For each class of stock relied upon
to meet the requirements of paragraph (d)
of this section, if one or more 5-percent
shareholders, as described in paragraph
(d)(3)(iii) of this section, own in the ag-
gregate 50 percent or more of the value of
the outstanding shares of that class of stock
at any time during the taxable year—

(i) The highest total percentage of the
value of the class of stock that is owned by
5-percent shareholders, as described in para-
graph (d)(3)(iii) of this section, at any time
during the taxable year;

(ii) For each qudlified shareholder who
owns or is treated as owning stock in the
closely-held block upon whom the corpo-
ration intends to rely to satisfy the excep-
tion to the closely-held test of paragraph
(d)(3)(ii) of this section—

(A) The name of each such shareholder;

(B) The percentage of the total value of
the class of stock held by each such share-
holder;

(C) The address of record of each such
sharehol der;

(D) The country of residence of each
such shareholder, determined under § 1.883—
4(b)(2) (residence of individua sharehold-
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ers) or § 1.883-4(d)(3) (special rules for
residence of certain shareholders);

(E) The portion of the taxable year of the
corporation during which the stock was
closely-held without regard to the excep-
tion in paragraph (d)(3)(ii) of this sec-
tion; and

(5) Any other relevant information speci-
fied by Form 1120F and its accompany-
ing instructions.

§1.883-3 Treatment of controlled
foreign corporations.

(a) General rule. A foreign corpora-
tion satisfies the stock ownership test of
§1.883-1(c)(2) if it is a controlled for-
eign corporation (CFC), as defined in sec-
tion 9